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I. Professors Ordover and Willig Erroneously Dismiss the Anticompetitive Effects of the
AT&T-MediaOne Merger

A.

Contrary to the Claims of Professors Ordover and Willig, AT&T Will Have a

Strong Incentive and Opportunity to Discriminate against Unaffiliated Broadband

Content Providers

1. AT&T Has an Incentive to Discriminate Against Unaffiliated Broadband
Content Providers Because the Gains from Higher Margins on Content
Outweigh Any Losses in Internet Access Charges

2. AT&T Has the Ability to Discriminate Against Unaffiliated Content
Providers in Several Ways

3. The Decreased Variety in Content Will Cause Substantial Consumer
Welfare Losses

Contrary to the Claims of Professors Ordover and Willig, AT&T Will Have a

Strong Incentive and Opportunity to Raise Advertising Prices on Its Broadband

Home Page

1. AT&T Has an Incentive and Ability to Raise Advertising Prices on Its
Broadband Home Page
2. The Consumer Welfare Loss Resulting from Higher E-commerce Prices

Would Be Substantial
Professors Ordover and Willig Fail to Respond to the Anticompetitive Incentives
that AT&T Has Because Broadband Internet Will Cannibalize AT&T'’s Cable and
Long-Distance Margins
1. Broadband Streaming Video Will Erode AT&T’s Cable Margins
2. Internet Protocol Telephony Will Erode AT&T’s Long-Distance Margins

[I. Professors Ordover and Willig Exaggerate the Procompetitive Benefits of the Merger

A.

B.

C.

E.

F.

Conclusion

AT&T’s Decision to Acquire MediaOne Does Not Exclusively Support a
Procompetitive Hypothesis

Professors Ordover and Willig Confuse the Procompetitive Benefits of a Cable
Strategy with the Benefits of the Merger Itself

AT&T’s Announced Purchase of MediaOne Did Not Spur Digital Subscriber Line
Growth

The Rationale Used to Justify the AT&T-TCI Merger Cannot Be Imported to
Defend the AT&T-MediaOne Merger

Any Savings to Consumers from MediaOne’s Ability to Avoid ILEC Access
Charges Can Be Achieved Through Contracts Between AT&T and MediaOne
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INTRODUCTION

1. We have been asked by GTE Corporation to evaluate the arguments contained in
the September 17, 1999 reply declaration of Professors Janusz A. Ordover and Robert D. Willig
on behalf of AT&T in support of its proposed acquisition of Media®fiéne analysis of
Professors Ordover and Willig is flawed in at least three major respects. First, Professors
Ordover and Willig continue to improperly combine broadband Internet access and narrowband
Internet access into one large Internet market. Second, Professors Ordover and Willig
erroneously dismiss the anticompetitive effects of the AT&T-MediaOne merger. In particular,
the merger will allow AT&T to control the development of broadband content, software, and
customer equipment, hindering the efforts of alternative broadband technologies to compete and
subjecting consumers to higher e-commerce prices. Third, Professors Ordover and Willig
overstate the procompetitive benefits of the AT&T-MediaOne merger.

2. AT&T’s acquisition of MediaOne represents a traditional cable strategy of
controlling alternative sources of delivery for video programming. Before AT&T’s recent cable
acquisition initiative, the most recent implementation of that anticompetitive strategy was the
attempt by a coalition of cable firms to contsakellitedelivery of video programming, the first
alternative medium for multichannel video programmfirig.the Primestarcase, the Department
of Justice sued to block that combination and characterized direct broadcast satellite (DBS) as
“the first real threat to the cable monopofyThe acquisition of MediaOne will allow AT&T to

control broadband Internetelivery of video programming, the second alternative medium for

1. Declaration of Janusz A. Ordover and Robert D. Willig, on behalf of AT&T Corp., Application for Consent
to the Transfer of Licenses of MediaOne Group, Inc., Transferor to AT&T Corp., Transferee, CS Docket No. 99-251
(filed Sept. 17, 1999) [hereinaftbtediaOne Ordover-Willig Declaratidn

2. SeeUnited States v. Primestar, Inc., et. al, Complaint, Civil No. 1:98CV01193 (JLG), May 12, 1998.
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multichannel video programming. Even AT&T’s own economic experts admit that “Internet
video streaming clearly competes, at a minimum, with video programming offered by cable
systems, satellite companies, and television broadca8t®ysificreasing AT&T’s market power

over broadband programmers and advertisers, the merger will substantially harm consumers by

limiting their choices of broadband content and raising the price of e-commerce.

QUALIFICATIONS

3. Our professional qualifications for submitting this expert affidavit are as follows.

4, My name is Jerry A. Hausman. | am the MacDonald Professor of Economics at the
Massachusetts Institute of Technology (MIT). | received an A.B. degree from Brown University
and B.Phil. and D.Phil. (Ph.D.) degrees in economics from Oxford University, where | was a
Marshall Scholar.

5. My academic and research specialties are econometrics, the use of statistical models
and techniques on economic data, and microeconomics, the study of consumer behavior and the
behavior of firms. | have published over 120 scholarly papers, including about twenty papers in the
areas of telecommunications and regulation. | teach a course entitled “Competition in
Telecommunications” to graduate students in economics and business at MIT each year. | am also

the director of MIT’s Telecommunications Economics and Business Research Program. | was a

3. U.S. Department of Justice, Press Reledsstice Department Sues to Block Primestar's Acquisition of
News Corp./MCI’s Direct Broadcast Satellite Assétay 22, 1998, at 1 (quoting Joel I. Klein). Can be downloaded
from http://www.usdoj.gov/atr/public/press_releases/1998/1758.htm.

4. MediaOne Ordover-Willig Declaratigrsupranote 1, at { 117. For additional assessments of the coming
competition between cable and streaming video over broadband, see Dissenting Statement of Commissioner Harold
Furchtgott-Roth, Annual Assessment of the Status of Coutigoe in Markets for the Delivery of Video
Programming, CS Dkt. No. 98-102, (explaining why competition to cable should include “broadcast televisions
stations, DBS, . . . and, at some point in the not too distant future, internet streaming videoE)MB OWEN, THE
INTERNET CHALLENGE TO TELEVISION 8 (Harvard University Press 1999) (describing the Internet as the “first
potential substitute for broadcast television as an in-home entertainment delivery medium since the rental video-
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member of the editorial board of tRAND Journal of Economiddormerly theBell Journal of
Economickfor thirteen years. THRAND Journal of Economids the leading economics journal of
applied microeconomics and regulation. In December 1985, | received the John Bates Clark Award
of the American Economic Association, awarded every other year for the most “significant
contributions to economics” by an economist under forty years of age. | have received numerous
other academic and economic society awards, including the Frisch Medal from the Econometrics
Society in 1980.

6. | have done significant amounts of research in the telecommunications industry. My
first experience in this area was in 1969, when | studied the Alaskan telephone system for the Army
Corps of Engineers. Since that time, | have studied the demand for local measured service, the
demand for intrastate toll service, consumer demands for new types of telecommunications
technologies, marginal costs of local service, costs and benefits of different types of local services,
including the effect of higher access fees on consumer welfare, and consumer demand for new types
of pricing options for long-distance service. | have also studied the effect of new entry on
competition in paging markets, telecommunications equipment markets, and interexchange markets.
Other areas of telecommunications in which | have recently done research include the cellular
telephone industry and the information services industry. | have also edited two books on
telecommunicationg;ruture Competition in Telecommunicatioftéarvard Business School Press
1989) andGlobalization, Technology and Competition in Telecommunicatidasvard Business
School Press 1993). My most recent papers in telecommunications are “Taxation By
Telecommunications RegulatioriTax Policy and the Econon{$998); “Economic Welfare and

Telecommunications Welfare: The E-Rate Policy for Universal Service Subsidas, Journal

cassette”).
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on Regulatior{1999), with Howard A. Shelanski; “Regulation by TSLRIC: Economic Effects on
Investment and InnovationMultiMedia und Rech§1999); “A Consumer-Welfare Approach to
Mandatory Unbundling of Telecommunications Networkgédle Law Journal(1999), with J.
Gregory Sidak.

7. | have submitted affidavits and declarations in numerous federal and state
proceedings regarding telecommunications regulation. For example, | have testified on numerous
occasions before the California Public Utilities Commission (CPUC) about its Alternative
Regulatory Frameworks for local exchange carriers. In 1998, | testified before the CPUC on
economically correct methods to set prices for unbundled network elements. In August 1999, |
submitted an affidavit on behalf of SBC with respect to the current merger.

8. My name is J. Gregory Sidak. | am the F. K. Weyerhaeuser Fellow in Law and
Economics at the American Enterprise Institute for Public Policy Research (AEI) in Washington,
D.C., where | direct AEI's Studies in Telecommunications Deregulation. | am also a senior lecturer
at the Yale School of Management, where | teach a course on telecommunications regulation and
strategy with Professor Paul W. MacAvoy. | am the founder of Criterion Economics, LLC, an
economic consulting firm in Washington, D.C. that specializes in antitrust and regulatory issues
concerning telecommunications, the Internet, and other network industries.

0. | have worked in the federal government on three occasions. From 1987 to 1989, |
was deputy general counsel of the FCC. From 1986 to 1987, | was senior counsel and economist to
the Council of Economic Advisers in the Executive Office of the President. From 1981 to 1982, |
served as a law clerk to Chief Judge Richard A. Posner during his first term on the U.S. Court of
Appeals for the Seventh Circuit. In addition to having worked in government, | have previously

worked, as an attorney in private practice, on numerous antitrust cases and federal administrative,
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legislative, and appellate matters concerning competition policy in telecommunications and other
network industries.

10. My academic research concerns regulation and strategy in telecommunications and
other network industries, antitrust policy, and constitutional law issues concerning economic
regulation. | am the author or co-author of five books concerning pricing, costing, competition, and
investment in regulated network industriesd of more than thirty scholarly articles in law reviews
and economics journals. | am the editor of three other books on telecommunication competition and
deregulatior?. | have testified before the U.S. Senate and House of Representatives. My writings
have been cited by the Supreme Court, by the lower federal and state supreme courts, and by state
and federal regulatory commissions.

11. | have been a consultant on regulatory and antitrust matters to governmental
organizations (including the Antitrust Division of the U.S. Department of Justice and the Canadian
Competition Bureau) and to more than thirty companies in the telecommunications, electric power,
natural gas, mail and parcel delivery, broadcasting, newspaper publishing, and computer software
industries in North America, Europe, Asia, and Australia. In August 1999, | submitted an affidavit
with Daniel L. Rubinfeld on behalf of GTE Corporation with respect to the current merger.

12. From Stanford University, | earned A.B. (1977) and A.M. (1981) degrees in

economics and a J.D. (1981) in law. | was a member &ttdord Law Review

5. J. QREGORYSIDAK & DANIEL F. SPULBER, DEREGULATORY TAKINGS AND THE REGULATORY CONTRACT:
THE COMPETITIVE TRANSFORMATION OFNETWORK INDUSTRIES IN THEUNITED STATES (Cambridge University Press
1997); J. ®REGORY SDAK & WIiLLIAM J. BaumoL, TOWARD COMPETITION IN LOCAL TELEPHONY (MIT Press &
AEI Press 1994); J. &EGORYSIDAK & WILLIAM J. BauMOL, TRANSMISSIONPRICING AND STRANDED COSTS IN THE
ELECTRIC POWER INDUSTRY (AEl Press 1995); J. ®EGORY SIDAK & DANIEL F. SPULBER, PROTECTING
COMPETITION FROM THE PoSTAL MoNoPoLY (AEI Press 1996); J. REGORY SIDAK, FOREIGN INVESTMENT IN
AMERICAN TELECOMMUNICATIONS (University of Chicago Press 1997).

6. Is THE TELECOMMUNICATIONS ACT OF 1996 BROKEN? IF So, How CaN WE Fix IT? (AEI Press 1999);
COMPETITION IN INTERNATIONAL TELECOMMUNICATIONS (AEIl Press forthcoming 2000); ELECOMMUNICATIONS
DEREGULATION IN GERMANY AND THE UNITED STATES (AEI Press forthcoming 2000).
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13.  We file this affidavit in our individual capacities and not on behalf of the
Massachusetts Institute of Technology, the American Enterprise Institute, or the Yale School of

Management.

SUMMARY OF CONCLUSIONS
14. In Part | of this affidavit, we demonstrate that Professors Ordover and Willig
continue to combine improperly the narrowband access and broadband access markets. By
focusing on the question of whether narrowband access customers would switch to broadband
access alternatives, Professors Ordover and Willig comment exclusively on the existence of a
narrowband access market. That analysis, however, is uninformative. Instead, the relevant
guestion is whether a sufficient number of broadband customers would switch to narrowband
Internet service in the face of a non-transitory price increase. AT&T’'S economic experts
highlight the narrowing price differential between narrowband and broadband Internet
connections, which is also irrelevant for the purpose of establishing a separate broadband
Internet access market. We show that AT&T’s own Internet service provider (ISP) decision
model supports the conclusion that a separate market exists for broadband Internet access.
Because the typical broadband user spends so much time on the Internet, a five-percent price
increase on broadband access would not overcome the value of leisure of time lost for the vast
majority of broadband customers who were considering a narrowband alternative; hence, a
hypothetical monopoly provider of broadband Internet access could profitably sustain a five-
percent price increase for a non-transitory period. Finally, estimation of the cross-price

elasticities between broadband access and narrowband access reveals that broadband access
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prices are not constrained by narrowband access prices, a finding that confirms that broadband
access is not in the same market as narrowband access.

15. In Part Il, we demonstrate that Professors Ordover and Willig overlook the
anticompetitive effects of the AT&T-MediaOne merger. In particular, Professors Ordover and
Willig disregard network effects in broadband Internet services that give an entrenched first-
mover durable monopoly power. The improper combination of two separate Internet access
markets allows Professors Ordover and Willig to dismiss any concerns that AT&T and
MediaOne will use its combined share of broadband Internet customers to exercise market power
in the supply of broadband content and broadband advertising. Contrary to their claims, we
demonstrate that AT&T will have a strong incentive and opportunity to discriminate against
unaffiliated broadband content providers. AT&T’s incentive to discriminate derives from the fact
that AT&T’s gains from higher margins on broadband content (supplied to customers whom
AT&T will retain) will likely outweigh its losses, if any, in Internetccess charges (from
customers who defect to another supplier of Internet access). Because some of AT&T's
broadband customers who remain after AT&T limits choieeaild have preferredsimilar
content from non-affilated providers, there will be substantial losses in consumer welfare.

16. Next we show that, contrary to the claims of Professors Ordover and Willig,
AT&T will have a strong incentive and opportunity to raise advertising prices on its broadband
home page. We demonstrate that the consumer welfare loss resulting from higher e-commerce
prices would be substantial. Professors Ordover and Willig also fail to respond to the
anticompetitive incentives that AT&T has because unaffiliated services supplied over broadband
Internet will cannibalize AT&T’s cable and long-distance margins. In particular, we explain how

the competitive provision of broadband streaming video will erode AT&T’s cable margins and
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how the competitive provision of Internet protocol telephony will erode AT&T’s long-distance
margins.

17. In Part Ill, we explain how Professors Ordover and Willig exaggerate the
procompetitive benefits of the AT&T-MediaOne merger. Carefully scrutinized, such asserted
benefits are in fact nonexistent, or, at most, insubstantial. That is so for five reasons. First,
AT&T’s decision to acquire MediaOne does not exclusively support a procompetitive
hypothesis. The same premium in the purchase price of MediaOne could reflect AT&T's
expectation of reaping monopoly rents. Second, Professors Ordover and Willig confuse the
procompetitive benefits of a cable strategy with the asserted benefits of the merger itself,
asserting that the AT&T-MediaOne merger will be responsible for injecting competition in local
telephone services. Third, AT&T will not accelerate the deployment of local telephone service
over MediaOne’s network as a result of the merger. Fourth, our empirical analysis of digital
subscriber line (DSL) deployment decisions across the United States reveals that, contrary to
Professors Ordover and Willig’s assertion, AT&T’s announced purchase of MediaOne did not
spur DSL deployment. Fifth, any savings to consumers from MediaOne’s ability to avoid the
access charges of incumbent local exchange carriers (ILECs) can be achieved through
interconnection agreements between AT&T and MediaOne. By Professors Ordover and Willig’s
own decision rule for choosing contracts over mergers, this synergy between the two firms—the
only merger-specific synergy among their many claimed benefits of the merger—can be
achieved through a less restrictive arrangement. Professors Ordover and Willig fail to show that
the remaining claimed synergies, which largely concern the sharing of respective experiences,

are both merger-specific and substantial.
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|. PROFESSORSORDOVER AND WILLIG IMPROPERLY COMBINE
THE NARROWBAND AND BROADBAND INTERNET ACCESSM ARKETS

18. In its recent report on the state of broadband competition, the FCC suggests that
broadband Internet services represent a distinct antitrust mdrkéhis part of the declaration,
we show that the FCC’s assessment comports with the conclusion that follows from application
of the Department of Justice and Federal Trade Commission’s H@®2ontal Merger
Guidelines which provide a specific algorithm for defining the relevant product market affected
by a proposed merger or acquisitfon.

19. Following theGuidelines one begins with a narrow definition of the relevant
product market and asks the following question: Could a hypothetical monopoly supplier of the
product in question profitably sustain a five-percent price increase for a substantial time period,
which is usually assumed to be two years? If the answer is no—that is, the supplier would need
control over related product markets to make the price increase profitable—then the product
market must be expanded to cover those neighboring products, and the exercise is repeated. If
the answer is yes—that is, the increased profit on inframarginal customers outweighs the lost
variable profits on marginal customers who switch suppliers when faced with a price increase—
then the narrowly defined product represents its own relevant antitrust market. Assuming that we
begin with broadband Internet access services, this “critical share” analysis can be performed to
determine the number of customers who could switch to narrowband access alternatives before

the price increase of the hypothetical monopolist would be rendered unprdfitable.

7. See BROADBAND ToODAY: A STAFF REPORT TO WiLLiaM E. KENNARD, CHAIRMAN FEDERAL
CoMMUNICATIONS ComMISSION 47 (released Oct. 13, 1999) (describing a “nascent residential broadband market”)
[hereinafter GeLE BUREAU BROADBAND REPORT].

8. Department of Justice and Federal Trade Commission Horizontal Merger Guidelines 1992, at § 1.1.

9. For a more extensive discussion of critical share, see Jerry A. Hausman, Gregory K. Leonard &
Christopher A. VellturoMarket Definition Under Price DiscriminatiQi®4 ANTITRUSTL.J. 367 (1996).
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A. Professors Ordover and Willig Incorrectly Focus on the Existence of a Narrowband
Access Market

20. Professors Ordover and Willig correctly observe that mere differences in
demographic characteristics of customers interested in broadband and narrowband Internet
access do not constitute a proof of two separate antitrust markeasdetermine whether
broadband Internet services represent a separate antitrust product market, one must focus on the
proportion of themarginal broadbandcustomers—that is, those broadband customers who
would depart in the face of a small price increase—relative to the sizdl dfoadband
customers?! That ratio, known as the “critical share” of broadband customers, represents the
fraction of broadband customers who could depart yet still leave a hypothetical monopoly
supplier of broadband services as well off after a price increase. Similarly, although completely
irrelevant for the purpose of this matter, to determine whether narrowband represents a separate
market, one must focus on the proportion ofrtf@ginal narrowbanccustomers—that is, those
narrowband customers who would depart in the face of a small price increase—relative to the
size ofall narrowbandcustomers. It is not incumbent on opponents of the AT&T-MediaOne
merger to demonstrate the existence of two separate Internet markets. Rather, the demonstration
of the existence of a distinct broadband Internet services marksiffisient to examine
anticompetitive effects of any exercise of market power.

21. It is often not the case that the existence of one antitrust market implies the

existence of another. Stated another way, the relevant cross-price elasticities are not typically

10. MediaOne Ordover-Willig Declaratigrsupranote 1, at  89.
11. All broadband customers are defined as the sum of the marginal and “inframarginal” customers, where
inframarginal is defined as those customers who would not depart in the face of a small price increase.
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identical’?

To blur that distinction, Professors Ordover and Willig speak of the “great deal of
demand cross-price elasticity and opportunities for substitution between the two modes of
Internet access:® By focusing on the decision to “switch from their current narrowband
providers,” Professors Ordover and Willig only call into question the existence of a separate
narrowband market* Unfortunately, the determination of whether a hypothetical monopoly
provider of narrowband transport can exercise market power in the market for narrowband
transport does not imply anything about the existence of a broadband transport market. Hence,
the attempted economic analysis of Professors Ordover and Willig crumbles. In essence,
Professors Ordover and Willig are playing on the one-way substitutability from narrowband to
broadband Internet services. While all narrowband applications are supported by broadband
Internet connections, the same is not true in reverse—growing numbers of broadband

applications cannot be supported over narrowband Internet connections.

B. The Existence of a Distinct Broadband Internet Access Market Is Supported by
Both Theoretical and Empirical Analysis

22. Professor Ordover and Willig emphasize that, after incorporating the price of a
second telephone line, the prices of broadband access and narrowband access are similar; hence,
they reason, narrowband and broadband Internet connections must be in the same product
market’® The assertion that the broadband and narrowband Internet access prices are similar is
wrong for at least three reasons. First, although the price of connection (when incorporating the

price of a second line) to the Internet may be similar, ginality-adjustedprice is not. In

12. The Slutsky equation of economic analysis states that the compensated cross-price derivatives are equal.
Sege.g, HAL R. VARIAN, MICROECONOMICANALYSIS 119 (W.W. Norton Co. 3d ed. 1992). However, since the
cross-price elasticities depend on quantities purchased, the cross-price elasticities typically differ, often by large
amounts if one product has significantly higher sales than the other, as would occur in the current situation.

13. MediaOne Ordover-Willig Declaratigrsupranote 1, at 11 82, 85.

14. 1d. at 11 84, 129.

15. Id. at 7 87.
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particular, a second line is not always “on,” is subject to conge$tamg cannot simultaneously
support several broadband applications such as streaming video and video conferencing. Second,
many heavy Internet users who own a wireless telephone can avoid the cost of a se¢btfd line.
the choice to subscribe to wireless was magferethe Internet access decision, as would seem
likely to be the case for many Internet users, we believe that the monthly price of the wireless
connection should not be included in the price of narrowband access. Third, if the price of a
second telephone line should be included in the price comparison, then certainly the installation
cost of a broadband connection (typically $150 for a cable modem to be installed) should be
incorporated as well. Under any reasonable comparison, the prices of broadband and narrowband
Internet access amdifferent and hence suppeibut in no way confirm, the notion of distinct
antitrust market&®

23. Even if the assertion of equivalence between broadband and narrowband Internet
access prices were true, the proof that a separate broadband market exists would not be affected.
First, for the same reason that evidence of diverging prices is not definitive, evidence of similar
prices between two products—say, a can of Coke and an arcade game—does not imply that the
two products are in the same product market. Second, the data demonstrate that very different

prices of second telephone lines exist across different regulatory jurisdictions, but that the price

16. SeegenerallyJ. Gregory Sidak & Daniel F. Spulbefyberjam: The Law and Economics of Internet
Congestion of the Telephone Netwdtk Harv. J. L. & RuB. PoL’y 337 (1998).

17. In particular, college students and singles with roommates reportedly use home telephone lines for their
computer modems only, and make voice calls on digital pocket telept®ee®.g, Mike Mills, Dollars and
Dazzle in '99; Telecommunications Developments May Ease Pain of New Rate Intkease$osT, Jan. 4, 1999,
at F18.

18. In comparing the costs of narrowband and broadband Internet connections, the FCC incorrectly
incorporates the costs of a computer modem, which is included in almost every computer purchase order. Hence, on
the margin, the typical customer does not incur that expense when choosing a narrowband Internet c&amection.
Inquiry Concerning the Deployment of Advanced Telecommunications Capability to All Americans in a Reasonable
and Timely Fashion and Possible Steps to Accelerate Such Deployment Pursuant to Section 706 of the
Telecommunications Act of 1996, Report, CC Dkt. No. 98-146, 14 F.C.C. Rcd. 2398, at { 87 (1999).
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of broadband Internet access remains relatively constahhese data demonstrate that
narrowband Internet access does not constrain the price of broadband Internet access. As we
demonstrate in the following two subsections, a narrowing price differential between broadband
and narrowband Internet access actualtylitatesa five-percent price increase by a hypothetical
monopoly provider of broadband Internet access, as the narrowband alternative becomes less
attractive. Stated another way, a narrowing price differential between broadband and narrowband
access, as Professors Ordover and Willig claim, supports the notion of a distinct broadband
Internet access market.

1. AT&T’s Own ISP Decision Model Supports the Conclusion that a Separate
Broadband Market Exists

24.  We begin with the basic premise that, when choosing the form of Internet access,
a consumer must weigh the greater out-of-pocket costs associated with broadband Internet access
against the wasted leisure time (due to slower speeds) and diminished quality of experience (due
to fewer applications) associated with a narrowband connection. Because Professors Ordover and
Willig believe the quality of the experience to be nearly identical across both mediums, AT&T’s
decision model implies that consumers will choose broadband over narrowband if and only if the
increase in the value of leisure time saved outweighs the increase in monthly out-of-pocket
expenditures. In particular, Professors Ordover and Willig argue that any difference between
broadband and narrowband applications will be negligible: “In any event, the overwhelming
majority of Internet content is accessible by both narrowband and broadband last-mile transport;

the only difference is the speed or quality at which the content downl@adisat assertion

19. The price data were obtained through telephone calls to the companies that offered the specified services in
each of the respective areas. The calls took place from August 10, 1999 to August 15, 1999.

20. MediaOne Ordover-Willig Declaratigrsupranote 1, at § 92. Although that assertion may be true for the
inframarginal narrowband customer, it completely ignores the relevant market-definition question: whether the
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raises the following question: Could a hypothetical monopoly supplier of broadband Internet
access in a geographic market sustain a five-percent price incorambgonal on the assumption
that consumers only consider differences in speed when choosing their ISP

25. If one can show that a five-percent price increase is profitable under the
assumption that the quality of the broadband and narrowband experiences is the same, then the
price increase would beven more profitablevhen that counterfactual assumption is relaxed. To
conduct that analysis, one must first calculate the out-of-pocket costs associated with the choice
of broadband and narrowband Internet connections. To do so, we use the monthly Internet
service fees of Erols (plus the costs of a second telephone line and installation fee amortized over
one year) and @Home (plus the cost of a cable modem and installation fee amortized over one
year) to compute an out-of-pocket price differential associated with choosing broadband
transport over narrowband transport. That differential is equal to $8.38 per fhonth.

26.  The value of the leisure time saved is equal to the product of the hours of leisure
time saved due to faster download speeds and the value of one’s leisure time per hour. A
significant difficulty in estimating the amount of leisure time saved is that, for at leastrfa
fraction of the time spent downloading content with a narrowband connection, the consumer can
engage in other leisure activities, such as reading or watching television. We assume that the best

proxy for the value of one’s leisure time is one’s wage rate. According to a survey by the

majority of broadbandcontent—not all Internet content—is accessible by both narrowband and broadband last-mile
transport.

21. The monthly service fee of Erols and @Home are $11 and $40, respectively. The cost of a second
telephone line in the Maryland suburbs of Washington, D.C. is $23.03 per month. The installation costs of a second
telephone line are $95 (for re-wiring the telephone jack) plus a $26 connection charge. The installation cost for
@Home is $150. Information from Bell Atlantic representatve and @Home web site
<http://www.comcastonline.com>. When the installation costs are amortized over three years, the monthly price
differential falls to $6.78.
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Strategis Group, the average hourly wage rate of subscribers interested in broadband connections
was, as of December 1998, $39.

27. AT&T’s ISP decision rule can be simplified to the following expression: A
consumer will choose broadband over narrowband Internet access if and only if

t W> pp —phn,

wheret is amount of leisure time saves s the wage ratey, is the monthly price of broadband
andp, is the monthly price of narrowband Internet access. Dividing both sides by the wage rate
gives

t>[po—pn] /W,
Given the out-of-pocket price differential of $8.38 per month and the value of leisure time equal
to $29 per hour, a consumer would only choose broadband transport over narrowband transport
(under AT&T’s decision model) if the amount of leisure time that she saved exceeds 17 minutes
per month(that is, [$52.50 per month - $44.11 per month] / $29 per hour = 0.29 hours = 17.3
minutes).

28. Next we compute the consumer’s decision rule under the assumption that prices
of broadband connections were to rise by five percent. Under the new parameters, a consumer
chooses broadband Internet access over narrowband Internet access so long as the value of that
consumer’s leisure time saved exceeds 23 mimpgesionth(that is, [$52.50 per month x 1.05 -
$44.11 per month] / $29 per hour = 0.38 hours = 22.8 minutes).

29. Finally, one must estimate the share of broadband customers that would switch to
narrowband Internet access given the five-percent price increase. Assuming that the marginal

cost of providing broadband Internet access is zero, the critical share of customers who must

22. SRATEGIS GROUP, HIGH-SPEED INTERNET 1998-1999, at 31 (Dec. 1998) [hereinafteR&EGIS GROUP
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switch to render a five-percent price increase unprofitable is 4.8 pét&ased on the exercise
above, the marginal customers download content in such a way that their amount of leisure time
saved as a result of faster speeds is between 17 and 23 minutes per month.

30. Relying on the Strategis Group’s distribution of Internet users, we believe that
such customers represent a significantly smaller share of the broadband Internet access market
than 4.8 percerif. Indeed, the average amount of time spent on the Internet for those customers
interested in broadband connections Waé42 minutesper month. Stated another way, we
believe that the amount of leisure time that would be saved by customers who spend 2,442
minutes per month on the Internet must substantially exceed 23 minutes per month.
Consequently, a five-percent price increase would be profitable for a hypothetical monopolist to
impose on these consumers and thus, accordinylénger Guidelines’market-definition test,
broadband Internet access represents a separate antitrust market. Because the five-percent price
increase would be profitable under the extreme case in which the quality of the experiences for
broadband and narrowband usage was identical and switching costs weretzersame five-
percent price increase under more realistic assumptions would be even more profitable. Hence,
according to the test prescribed by kerger Guidelinesbroadband Internet access represents a

separate antitrust product market from narrowband Internet access.

SURVEY].

23. The five-percent price increase will be profitable only if the gains from the inframarginal customers (that is,
those who remain with broadband transport after the price increase) outweighs the lost variable profit margins on the
customers who switch to narrowband connections. Assuming zero marginal cost, the gains on inframarginal
customers is equal to .05 x price x number of inframarginal customers, while the lost variable profit on marginal
customers is 1 x price x number of marginal customers. The decision rule simplifie€ltq) = .05, wherq is the
inframarginal customers. Solving fqr@ivesq = 4.8. It is important to note that this estimate is conservative because
if there were positive marginal costs, the lost variable profits from those customers who switch to narrowband
transport would be lower, which would raise the critical share.

24. SRATEGISGROUPSURVEY, supranote 22, at 31.

25. Some obvious switching costs that would constrain the ability of a broadband customer to switch to
narrowband are (1) long-term contracts, (2) the costs of changing one’s email address, and (3) the cost of
establishing a second telephone line.
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2. Even After Incorporating the Suggestions of Professors Ordover and Willig,
Estimation of the Cross-Price Elasticities between Broadband Access and
Narrowband Access Reveals that Broadband Prices Are Not Constrained by
Narrowband Prices

31. The question of market definition can also be tested empirically. If it can be
shown that narrowband Internet access prices (including the access charge plus the price of a
second telephone ling)o notconstrain broadband Internet access prices, then a hypothetical
monopoly provider of broadband Internet access could more easily sustain a five-percent price
increase; hence, the existence of a separate broadband Internet access market is more plausible.
Professor Ordover and Willig criticized one of the present author’s previous econometric work
on market definition for Internet access for being “poorly specified, inadequately described, and
inappropriate to actual market conditioi8.Ih this section, we address each of those criticisms
in turn?’

32. In response to the criticism of inadequate description, we present a detailed
account of the benchmark regression results. To conduct the econometric analysis, we gathered
price data in August 1999 from 41 states and 59 multiple system operators (MSOs) where
Excite@Home and Road Runner were then currently being sold. For cable subscribers the
broadband access price varies from $34.95 per month to $64.95 #huvetalso considered the
installation fee, which varies from $50 to $150. We amortized this installation fee over different

periods in various regression specifications, depending on the predicted churn rate for broadband

26. MediaOne Ordover-Willig Declaratiqrsupranote 1, at § 95 (criticizing Declaration of Jerry A. Hausman,
on behalf of America Online, Inc., Joint Applications of AT&T Corp. and Tele-Communications, Inc. for Control to
AT&T of Licenses and Authorizations Held by TCI and Its Affiliates or Subsidiaries, Federal Communications
Commission, CS Dkt. No. 98-178 (filed Oct. 29, 1998)).

27. Professors Ordover and Willig emphasize that one of us failed to respond to their econometric critique
(presented in the AT&T-TCI proceeding) in tliest round of this proceeding involving AT&T’s proposed
acquisition of MediaOne: “Tellingly, while Dr. Hausman has provided a Declaration in this proceeding, he does not
respond to any of these criticismgd” at 7 95.
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customers. For narrowband Internet access, we collected data from the ILECs providing service
in the areas served by the local cable providePrices for second telephone lines (used, for
instance, by many AOL customers) varied from $7.70 to $47.62 per flomitallation costs

for a second telephone line varied from $16.90 to $58.2@ain we amortized the installation

cost for the second telephone line. Given that the “standard” price for the @Home cable service
is $40 per month and the price for second lines for narrowband access varies widely from $8 to
$48 per month, plus the standard fee which is nationwide for narrowband ISPs (for example,
$21.95 per month for AOL), the data demonstrate conclusively thelger Guidelineest for

market definition places narrowband Internet access in a separate market from broadband
Internet access. The straightforward observation is that narrowband access prices differ by a
factor of over 300 percent, while broadband access prices do not vary in any way with these
differences. Thus, variations in the price of narrowband access cannot explain the variations in
the price of broadband access. Otherwise, when the price of a second telephone line changes
from $48 to $8 per month, we would expect to observe a decrease in the price for the broadband
access service. No significant decrease is found, which demonstrates the existence of separate

product markets for antitrust purpogés.

28. Prices for non-cable subscribers are typically $10 per month higher. Consideration of these prices for
customers who do not subscribe to cable had no significant effect on the results.

29. These data cover the price of monthly telephone access, not the price to the ISP. Although @Home and
Road Runner provide both services in their price, because many narrowband ISPs provide national service at a
single price, the price of ISP service will be included in the intercept coefficient in the regression specification.

30. For residential customers who do not use a second (or higher) telephone line, the marginal price of access is
zero, everywhere but in New York City, so long as a local network node (PAD) exists. We used different weighted
averages for use of first and second telephone lines in some of the regression specifications, but the results were not
sensitive to the particular weights used.

31. That installation cost only captures the connection fee and does not reflect the costs of re-wiring the
telephone jack.

32. Some narrowband Internet customers do not use a second telephone line. We have also analyzed the data
using a weighted average of customers who use a first or second telephone line. The results do not differ
significantly, as discussed in the previous footnote.
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33. Table 1 shows the benchmark regression results, which use the price of broadband
access (either @Home or Road Runner) as the left-hand side variable. The price variable is
specified in logarithms. The right-hand side variables are an intercept, an indicator variable for

Road Runner, and a variable for second telephone line prices from the ILEC, either in levels or

in logs>3
TABLE 1. BENCHMARK REGRESSION OF BROADBAND ACCESSPRICES
ON NARROWBAND ACCESSPRICES
Variable Est. Coefficient Est. Std. Error Est. t-statistic
Log Price of Broadband AccéSs
Intercept 4.03 .090 47.7
Log Price of Narrowband Accé8s -0.003 .026 -0.102
Road Runner Indicator -0.116 .013 -8.64
Number of observations 59
Standard error of regression .011
R? 572

Note (1) Broadband access price is the log of cable broadband access price plus amortized monthly cost of
installation. (2) Narrowband access price is the log of the price of a second telephone line plus second-line fees plus
amortization of the installation cost.

The estimated coefficient for the price of estimated narrowband access is essentially zero, -.003,
which is extremely small (less than 1 percent) and nowhere near statistical significance. The
estimated-statistic is 0.10, well below conventional levels of statistical significance. Thus, the
hypothesis that the price of narrowband access doeaffect the price of broadband access
(transport) and ISP servicernstrejected. Our finding is that lower narrowband access prices do
not constrain the prices charged for broadband access. Because the price of AOL is not included
in any explanatory variable, its effect is contained in the estimate of the intercept coefficient.

34. The findings are quite uniform across different specifications corresponding to

different definitions and amortization periods for installation costs. The estimated coefficient of

33. The ILEC’s price of second telephone line service is treated as predetermined in the regression
specification because it is set by regulation, not by market forces. Also, a Hausman specification test did not reject
exogeneity. See Jerry A. HausmanSpecification Tests in Econometric46 ECONOMETRICA 1251 (1978).
Furthermore, regulation requires ILEC tariffs for residential lines to be identical across a given service area.
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the narrowband access price variable is found to be very small and statistically insignificant. The
Road Runner indicator variable, however, is about —11.6 percent, and highly statistically
significant with at-statistic of 8.6. Thus, Road Runner is priced significantly below @Home, on
average. We find similar results if we limit the sample to Excite@Home MSOs, with the
regression coefficient for narrowband access now estimated to be 0.0126, again extremely small
with a very lowt-statistic of 0.3857¢

35. Professors Ordover and Willig also argue that the coefficients in the benchmark
regression might be biased due to an omitted variables problem. In particular, they suggest
including the average income of the community as well as some measure of the cost of the calls
from the residence to the ISPWe address those criticisms by including in the regression the
median household income and the average population density for the relevant markets. We also
include age variables for the population. The demographic control variables were not statistically
significant, and the main coefficient of interest—the effect of narrowband access price—did not
change in any meaningful wafIndeed, we do not reject the hypothesis that the coefficient of
the estimated log price of narrowband access is the same, whether or not demographic variables
are included’ The results of three additional regressions with different specifications are

presented in the Appendix. Thus, we continue to conclude that the price of narrowband access

34. To help interpret the coefficient estimate, even if it were statistically different from zero (which it is not by
a long shot), note that a 10 percent decrease in the price of narrowband Internet access price would be associated
with an expected decrease of 0.12 percent in the Excite@Home price—essentially zero (about 5 cents per month).

35. Declaration of Janusz A. Ordover and Robert D. Willig, on behalf of AT&T Corp., Application for Consent
to the Transfer of Licenses of TeleCommunications, Inc., Transferor to AT&T Corp., Transferee, CS Dkt. No. 98-
178, at 1 16 (filed Nov. 12, 1998) [hereinafi€2| Ordover-Willig Declaratioh

36. Thep-values for ar- test are .105 and .235 for the two regression specifications.pBathues are well
above normal significance levels.

37. Thep-values for arfF test for the use of demographics is 0.63 for the first specification and 0.84 for the
second specification. NeithBrstatistic is anywhere near the 0.05 significance level.
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does not constrain the price of broadband access. Broadband Internet access is a separate
relevant market for antitrust purposes.

36. In summary, our econometric analysis rejects the hypothesis that narrowband
access prices constrain broadband access prices. For antitrust purposes, therefore, broadband
Internet access is not in the same antitrust market as narrowband Internet access based on the
relationship of broadband Internet access prices to narrowband Internet access prices.
Furthermore, the regression results indicate that Excite@Home is priced on a higher monthly
basis than Road Runner by 11.6 percent. Thus, an expected result of the AT&T-MediaOne
merger would be an increase in the price of broadband Internet access to MediaOne’s customers
who currently use Road Runner. That price increase would harm consumers and would be a
direct result of the merger.

3. The Qualitative Results of the Market Definition Tests Will Not Change
Over the Relevant Time Horizon

37.  One might argue that the force of our findings is limited because, while the early
adopters of broadband Internet access are not likely to switch back after a broadband price
increase, the second cohort of broadband Internet users will do so with greater frequency. In fact,
there are other forces that will change over time to counteract the “late-adopters” effect. For
example, the set of applications used by broadband subscribers will become less usable over
narrowband platforms. That effect will reduce the likelihood that a late broadband adopter would
switch back to a narrowband connection in the event of a five-percent price increase, even if she
were more price-sensitive than earlier broadband adopters.

38.  One might also question whether an increase in the price of narrowband Internet
access (that is, a reduction in the price difference between broadband and narrowband Internet

access) will undermine our market definition analysis. Again, under this assumption, our
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determination of a separate broadband Internet access market will not be affected. If the access
prices for narrowband and broadband converge, as AT&T claims they will, then the consumer’s
decision to switch back to narrowband after a broadband price increase will be less attractive.
Stated another way, when the price of narrowband access rises, the value of leisure time saved by
using a broadband connection will rise relative the difference in out-of-pocket costs between a
narrowband and broadband Internet connection. Hence, even more consumers will remain with
their broadband Internet provider in the face of higher broadband access prices. With higher
narrowband access prices, the share of marginal broadband customers will fall further below the

“critical share” needed to render the broadband access price increase unprofitable.

Il. PROFESSORSORDOVER AND WILLIG ERRONEOUSLY DISMISS THE
ANTICOMPETITIVE EFFECTS OF THE AT&T-M EDIAONE M ERGER

39. Professors Ordover and Willig assert that, because consumers perceive
narrowband access and broadband access wobe substitutes, AT&T will not be able to
exercise market power in the supply of broadband content and broadband advertising. When
(incorrectly) viewed as a small part of one large Internet market, AT&T's market power
vanishes. For example, Professors Ordover and Willig testified in the AT&T-TCI merger docket
that “because the @Home customer base is still very small and is likely to constitute a small
portion of all Internet subscribers, exclusion from such a small customer base—even if it did
occur—would not significantly raise its rival's costs, thereby rendering it a less capable
competitor or less attractive to consumefsStated another way, if @Home’s customer base

were largein somerelevant market, then exclusion by AT&T would significantly raise AOL’s

38. TCI Ordover-Willig Declarationsupranote 35, at 1 36.
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costs. As we explained previously in this docket, the relevant market is broadband Internet
access services, and @Home and Road Runner already control a very large share.

40. Professors Ordover and Willig suggest that broadband competition from DSL and
satellite providers over the next several years will constrain a cable provider’s ability to exercise
market power in vertically related markéfsTo support that claim, they cite an article that
projects large DSL penetration in a few yeHrsirst, that projection lies far outside the
consensus forecasts of established telecommunications consultancies, including the Strategis
Group?®? Forrester Researéf,Foreword Concept$, and the Yankee Grodp.Second, even
thoughresidentialDSL penetration will not be anywhere near that of cable modems, by that time
the broadband race may be over. Due to the nature of network industries in general, the early
leader in any broadband Internet access may enjoy a “lock-in” of customers and content
providers*® As applied to the present case, a cable provider could wield significant market power

in the broadband Internet access market so long as it can establish an early lead in acquiring

39. Declaration of Daniel L. Rubinfeld and J. Gregory Sidak on behalf of GTE Corp., Application for Consent
to the Transfer of Licenses of MediaOne Group, Inc., Transferor to AT&T Corp., Transferee, CS Dkt. No. 99-251,
at 11 20-25 (filed Aug. 23, 1999) [hereinafRubinfeld-Sidak Declaratign

40. The FCC also mistakenly places much confidence in narrowing penetration rates between cable modems
and DSL by 2007SeeCaBLE BUREAU BROADBAND REPORT, supranote 7, at 46. Predictions that far into the future
are generally worthless for the purpose of antitrust analysis.

41. MediaOne Ordover-Willig Declaratign supra note 1, at 99 (citing Gary Arlen of Arlen
Communications).

42. Strategis Reports, High-Speed Internet 1998 — 1999, Dec. 1998, at 229 (projecting a cable market share of
76 percent in 2002).

43. Sam Howe VerhovelQT&T Fights for Control in Struggle Over Internet AccelsY. TiIMES, Feb. 15,
1999, at *1 (projecting a cable market share of 80 percent in 2002).

44. Forward Concepts Figures from Mark LaPedus, Non-DSL is Alive and KicKIreCTRONIC BUYERS
NEws, May 18, 1999, at 40 (projecting a cable market share of 83 percent in 2002).

45. Maryanne Murray Buechnefhe Need For SpeedIME MAGAZINE, May 17, 1999 at 60 (projecting a
cable market share of 61 percent in 2002).

46. As demonstrated by its recent case against Microsoft, network effects appear to be an important antitrust
concern for the Department of Justice. Although reasonable minds may differ on the significance of network effects,
it is incumbent on policy analysts and economists to consider the issue seriously.
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customers. Hence, any promise of DSL or satellite competitiveness in the next millennium may
be futile?’

41. In disregard of network effects, Professors Ordover and Willig argue that the
small sunk costs associated with cable modems will preserve a cable customer’s ability to switch
providers in the future:

That is because AT&T'’s Internet customers are not ‘locked-in’ when they choose
to buy cable-based service from AT&T. They pay monthly charges pursuant to

short term contracts . . . . Hence, switching from cable modem service to service
via satellite or DSL involves virtually no loss of sunk investment by the
customer’®

As explained above, consumer lock-in can derive from content and software producers’ choices
given the initial choices of broadband custom@&scause they represent such a small portion of
the consumer’s total switching costs, the out-of-pocket costs of a cable modem are only a very
small portion of the overall switching analysis. Professors Ordover and Willig ignore the more
serious component of switching co$ts.

42. Finally, Professor Ordover and Willig claim that AT&T will never be able to
exercise market power on broadbamdl-userdecause AT&T has no means of identifying the
minority of potential users of broadband for whom “narrowband services is not an acceptable
substitute, and thus has no means of charging higher prices to the mitfoAT&T, however,

need not be able to identify or target inframarginal customers to be able to exercise market

47. For an in-depth analysis of lock-in, network, and positive feedback aselR.W/ARIAN & CARL SHAPIRO,
INFORMATION RULES: A STRATEGIC GUIDE TO THENETWORK ECONOMY (Harvard Bus. School Press 1998).

48. MediaOne Ordover-Willig Declaratigrsupranote 1, at 1 109.

49. Professors Ordover and Willig are certainly familiar with that economic concept, as they describe the issue
of switching costs when analyzing the Microsoft case: “Moreover, the commitments and switching costs of the end-
users, hardware manufacturers, and software writers associated with the installed bases of hardware, software, and
use patterns may create substantial barriers to the entry of entrepreneurs seeking to sell alternatives to an established
0OSS.” Janusz A. Ordover & Robert D. Willigccess and Bundling in High-Technology Mark@tsSCOMPETITION,
INNOVATION AND THE MICROSOFTMONOPOLY: ANTITRUST IN THEDIGITAL MARKETPLACE 106 (Jeffrey A. Eisenach
& Thomas M. Lenard eds., Kluwer 1999).

Ex Parte Reply Declaration of Jerry A. Hausman and J. Gregory Sidak
on behalf of GTE Corporation, November 1, 1999



27-

power>* Whether one product is an “acceptable substitute” for another product to a given
consumer depends on price as well as product attributes. The underlying data for narrowband
access prices and the econometric results demonstrate that, despite wide variation in the price of
narrowband access, the price of Excite@Home does not vary with respect to the price of
narrowband access. Thus, the narrowband access price does not constrain the price of broadband
access. Price discrimination is consequently unnecessary to exercise market power in broadband
access because a significant proportion of consumers are willing to pay a “premium price” for
broadband access. AT&T and other cable MSOs find it to be profit maximizing to charge
approximately $40 per month for broadband access, regardless of the actual price of narrowband
access in a particular geographical regfon.

A. Contrary to the Claims of Professors Ordover and Willig, AT&T Will Have a

Strong Incentive and Opportunity to Discriminate against Unaffiliated Broadband
Content Providers

43.  The improper combination of narrowband and broadband Internet markets allows
Professors Ordover and Willig to dismiss any suggestion that AT&T could extract greater
concessions from broadband content providers. They assert that “no content provider would
agree to pay AT&T supra-competitive charges for accessing AT&T customers through the
AT&T@Home portal or the MediaOne Road Runner portal when those same customers can
easily reach the content provider through the public IntePAdtHat assertion, however, raises a

fundamental question about the economics of Internet portals: If there is no premium for AT&T

50. MediaOne Ordover-Willig Declaratigrsupranote 1, at 1 93.

51. See Hausman, Leonard & Velltusypranote 9, for a discussion of price discrimination with imperfect
targeting of consumers.

52. In actuality, Professors Ordover and Willig have their facts wrong because Medido®sprice
discriminate for broadband Internet access. Depending on the particular cable tiers chosen, Media One varies the
price of its broadband cable access. It is quite unlikely that the $10 per month price difference charged by Media
One is related to a similar difference in marginal cost. Thus, the standard economic definition of price discrimination
is satisfied.
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to earn from delivering customers to content providers on the Internet, then why does the price of
narrowband Internet advertising increase with the number of daily*k$&T should expect a
similar advantage if it can capture a sizable majority of the broadband customers.

1. AT&T Has an Incentive to Discriminate Against Unaffiliated Broadband

Content Providers Because the Gains from Higher Margins on Content
Outweigh Any Losses in Internet Access Charges

44. A simple decision rule for argrofit-maximizing firm is to engage in a certain
activity so long as the benefits from engaging in that activity outweigh any losses incurred while
engaging in that activity. Applied to the present case, AT&T will have an incentive to engage in
discriminatory acts against unaffiliated broadband content providers so long as the gains from
discrimination (associated with a share in the margins from affiliated content providers)
outweigh any losses from discrimination (associated with lost margins on customers who switch
to other broadband or narrowband alternatives). Stated differently, AT&T will engage in
discriminatory acts if the gains on inframarginal customers resulting from higher margins on
broadband content (shared witfiiliated providers) outweigh the losses on marginal customers.
Professors Ordover and Willig, however, focus exclusively on only one side of that equation.
They ask only whether AT&T has an incentive to drive away some of its customers by limiting
their broadband choices through discrimination against unaffiliated broadband content providers:

Rather, driven by vigorous competition in its post-merger markets, AT&T will

have every incentive to offer the most attractive package of services and price that

can be devised and practically delivered. Because customers will have

competitive alternatives to every AT&T service, AT&T jeopardizes its huge

investment in MediaOne unless it finds the right answers for consumers. In this
regard, AT&T’s incentives are aligned with the puBfic.

53. MediaOne Ordover-Willig Declaratigrsupranote 1, at  112.

54. Flynn RemediodNo counting for folkECON. TIMES OF INDIA, Sept. 6, 1999; Joann Gredniranets: the
next and mediumMNETWORK WORLD, May 25, 1998, at 114; Jonathan Littmafghoo's Brand of CoplUPSIDE
MAGAZINE, Sept. 1, 1998.

55. MediaOne Ordover-Willig Declaratigrsupranote 1, at § 81.
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It is correct that AT&T would not have an incentive to discriminate against unaffiliated
broadband content providers if its objective were simply to maximize nimaber of
subscribers® AT&T would have such an incentive to discriminate, however, if its objective is,
more plausibly, to maximizprofits.®’

45.  The lost profits on marginal customers who do not tolerate the limited choices
resulting from discrimination against unaffiliated broadband content providers can be
represented ag, g n, wherep, is the price of broadband Internet accepss the fraction of
AT&T’s customers who would switch to another form of broadband or narrowband Internet
access, andh is the total number of AT&T cable subscrib&tsThe increased margins on
inframarginal customers who remain after AT&T has engaged in the discrimination can be
represented asp: (1 —q), wheres is the share of the content revenues from AT&T’s affiliated
content providers that AT&T receives, apd is the price of broadband content. AT&T's
decision rule for whether to discriminate against unaffiliated broadband content providers can be
expressed as follows. AT&T will discriminate if and only if

spc(1—-g)n>paqn,
or, after simplifying,

Pc/pPa>q/ (S—s0Q).

56. Professors Ordover and Willig suggest that the “only way to make these huge investments pay off is to gain
market share and attract substantial numbers of new customers to its cable-based services such as AT&T@Home.”
Id. at 1 113. They again mischaracterize AT&T’s objective function as “maximize the number of innovative
applications developed by content providetd."at § 132.

57. The FCC also mistakenly confuses losing subscribers with profit maximization: “If a cable operator opts
for a closed, proprietary system in which consumers have no choice of ISPs or have to purchase unwanted services
as a condition of subscribership, these companies will risk Issibgcriberdn favor of more open systemsSee
CaBLE BUREAU BROADBAND REPORT, supranote 7, at 42 (emphasis added). Cable providers today lose subscribers
to direct broadcast satellite providers because the cable providers charge supracompetitive prices. Nevertheless, a
cable provider can increapeofits by doing so.

58. For simplicity, we assume that the marginal cost to serve an additional customer is zero. Hence, AT&T'’s
profit margin per customer can be represented by the price alone.

Ex Parte Reply Declaration of Jerry A. Hausman and J. Gregory Sidak
on behalf of GTE Corporation, November 1, 1999



-30-

Assuming that the price of broadband cable accpgsig $40 per month and the share of
broadband content revenues that AT&T keeps from its affiliated content providers is 10
percent’ the decision rule can be expressed as a function of the price of broadband content and
the fraction of subscribers that leave AT&T due to its more limited range of content. Figure 1
shows the different combinations of the price of contggl &nd the fraction of marginal
customersd) that would produce an incentive for AT&T to engage in discriminatory behavior

against unaffiliated broadband content providers.

FIGURE 1: COMBINATIONS OF PRICE OF CONTENT AND FRACTION OF M ARGINAL CUSTOMERS
THAT WOULD PRODUCE AN INCENTIVE FOR AT&T TO ENGAGE IN DISCRIMINATORY
BEHAVIOR AGAINST UNAFFILIATED BROADBAND CONTENT PROVIDERS
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Fraction of Marginal Customer&g
As Figure 1 shows, so long as the fraction of marginal customgeris $mall, it typically pays
for AT&T to discriminate against unaffiliated broadband content providers. For example, if the
fraction of marginal customers is 5.0 percent, then affiliated content providers of AT&T must

charge at least $22 per month to induce AT&T to discriminate. If the fraction of marginal

59. The $40 per month fee is the basic monthly fee charged by @Home.
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customers is 12.5 percent, then affiliated content providers of AT&T must charge at least $58 per
month to induce AT&T to discriminate.

46. As we explained earlier, the fraction of marginal broadband customers should be
very small because narrowband Internet access does not support a significant number of
broadband applications. In fact, as more broadband-specific applications emerge in the future,
we expect the fraction of marginal broadband customers to decrease. Additionally, the broadband
content prices that must be achieved to render the act of discrimination profitable are extremely
conservative.

2. AT&T Has the Ability to Discriminate Against Unaffiliated Content
Providers in Several Ways

47.  As we described in our earlier declarations, there are several ways in which
AT&T can discriminate against unaffiliated content providers. First, AT&T can give preference
to an affiliated content provider by caching its content locally. As the Director of GTE’s
Business Development for Broadband Data Services explains:

Within the ISP’s point of presence linked to the regional router, the affiliated ISP

is able to cache preferred content for the fastest possible delivery to customers

(though this may be done elsewhere in the ISP’s very-high-speed national

backbone). In closed systems, cable modem customers do not need to access the

public Internet to reach content supplied directly by their cable provider’s
affiliated 1SP®°

Such preferential treatment ensures that affiliated content can be delivered at faster speeds than
unaffiliated content.

48. Second, AT&T can limit the duration of streaming videos of broadcast quality to
such an extent that they can never compete against cable programming. Stated more generally,

AT&T can block any competing content that it wants to. Professors Ordover and Willig,
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however, turn that anticompetitive practice upside down: “We also understand that thpee are
competitiveexplanations for limits on cable-delivered Internet video streaming including the
need, inherent in the shared nature of the cable plant, to ensure that a few bandwidth ‘hogs’ do
not slow down and degrade the experience of all u§étdrider traditional antitrust principles,
AT&T’s limitation on the duration of streaming video exhibits the “hallmarks of anticompetitive
behavior [that] place upon [it] a heavy burden of establishing an affirmative defense which
competitively justifies this apparent deviation from the operations of a free mé&rk&hether

AT&T can satisfy that heavy burden depends on whether its time limit for streaming video is
indeed necessary to make its cable network operate efficiently, and on whether that objective
could be accomplished by less restrictive méamss one court put it, “a factor in determining

the reasonableness of an ancillary restraint is the ‘possibility of less restrictive alternatives’
which could serve the same purpoSkClearly, a less restrictive allocation mechanism (such as
prices or overall caps on per customer usage) could be designed to ration efficiently the capacity
of AT&T’s cable network to deliver streaming video.

49.  Third, AT&T could impose proprietary standards that would render unaffiliated
content useless. To dismiss that claim, Professors Ordover and Willig incorrectly argaié that
broadband content can be supported by narrowband applications:

Indeed, even if AT&T has 100 percent of the broadband customers, that would

give it no ability to impose proprietary standards or tie up content providers with
exclusive contracts. AT&T would still “control” only a tiny fraction of the

60. SeeDeclaration of Albert Parisian on behalf of GTE Corp., at 1 8, Applications for Consent to the Transfer
of Control of Licenses MediaOne Group, Inc., CS Dkt. No. 99-251 (filed Aug. 23, 1999).

61. MediaOne Ordover-Willig Declaratigrsupranote 1, at 1 117 (emphasis added).

62. National Collegiate Athletic Ass'n v. Board of Regents of the Univ. of ,Gi8 U.S. 85, 113 (1986)
[hereinafteMCAA]; National Soc’y of Prof. Engineers v. United Sta#6 U.S. 679, 692-96 (1978).

63. NCAA 468 U.S. at 102-04, 117-20.

64. Los Angeles Mem. Coliseum Comm’n v. National Football Leafge@ F.2d 1381, 1396 (9th Cirgert.
denied 469 U.S. 990 (1984North Am. Soccer League v. National Football Lea@r® F.2d 1249, 1261 (2d Cir.),
cert. denied459 U.S. 1074 (1982).
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consumers of content sites . . . . And, establishing proprietary standards that limit
the content available to its customers is likely the surest way to discourage
customers from making the switch [to AT&T’s broadband netw®rk].

But focusing on the decision to switthAT&T’s network, Professors Ordover and Willig fail to
address whether AT&T’s proprietary standards will prevent broadband customers from
switchingfrom AT&T’s cable network. For the purpose of antitrust analysis, the question that
Professor Ordover and Willig ignore is the relevant one.

50. The academic literature on standards and network externalities provides
theoretical and empirical support for the conjecture that AT&T could impose proprietary
standards that would raise the switching costs for its subscribers and stifle competition in
vertically related software markets. Applied to the present case, the positive network externality
is the increasing value of AT&T'’s broadband network as more of its network is ufffized.
Because AT&T is the first to the broadband residential marketplace and because the marginal
cost of writing software for a second standard is substantial, software designers will likely write
applications that are exclusively compatible with AT&T’s standard, thereby increasing the value
of AT&T’s broadband network relative to other broadband networks. Those positive externalities
are self-reinforcing in the sense that consumers will recognize AT&T’s advantage and subscribe
to AT&T’s broadband network in greater numbers. Empirical studies suggest that there are
positive demand-side feedback effects between hardware and software when they operate on

exclusive standard¥.Gandal, Kende and Rafael find that the availability of compatible software

65. MediaOne Ordover-Willig Declaratigrsupranote 1,at § 129 (emphasis in original).

66 Michael L. Katz & Carl Shapird\etwork Externalities, Competition and Compatibjligb Av. EcCoN.
Rev. 424 (1985); Michael L. Katz & Carl Shapir@ystems Competition and Network Effecis ECon.
PERSPECTIVES Spring 1994, at 93.

67. Neil GandalCompeting Compatibility Standards and Network Externalities in the PC Software Market
77 Rev. ECoN. & STAT. 4, 599 (November 1995); Michael Kendécensing and the Battle Between Standards
INSEAD, Working Papers: 95/47/EPS (May 1995); Thomas CotB&lindards and the Arrested Development of
Japan’s Microcomputer Software Industryn THE INTERNATIONAL COMPUTER SOFTWARE INDUSTRY: A
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has a significant and positive effect on the adoption of compact disc players, in part because
compact disc players were not compatible with existing audio starfdaBddtware network
externalities also exist in the database management system and spreadsheet markets, and the
personal computer software market in gen&r@nce the AT&T standard has been established,
AT&T will be able to exercise market power over customers and those companies trgagho r

its customerg?

3. The Decreased Variety in Content Will Cause Substantial Consumer Welfare
Losses

51. We have demonstrated that AT&T will have strong incentives to discriminate
against unaffiliated content providedespite the fact that consumers value diversity in
broadband content. Because most broadband coniénbmpete with cable programming, it is
possible to infer the extent to which consumers value variety in broadband content (and hence
the extent of their welfare loss when denied such variety) based on consumers’ value of diversity
in cable programming content. Fortunately, economists have already empirically estimated the
value that cable-programming consumers place on variety in content. In 1996, Robert Crandall
of the Brookings Institution and (now Commissioner) Harold Furchtgott-Roth estimated a

multinomial-logit model of the demand for cable services and used the results to estimate the

COMPARATIVE STUDY OF INDUSTRY EVOLUTION AND STRUCTURE 131-164 (David C. Mowery ed. Oxford University
Press 1996).

68. Neil Gandal, Michael Kende & Rob RafaelThe Dynamics of Technological Adoption in
Hardware/Software Systems: The Case of Compact Disc PlayarsAviv SACKLER INSTITUTE OF EcoNomIC
STUDIESWORKING PAPER21/97 (July 1997).

69. M. Shurmer & P. SwanrAn Analysis of the Process Generating De Facto Standards in the PC
Spreadsheet Software MarkBtJ.EVOLUTIONARY ECON. 2, 119 (June 1995).

70. Joseph Farrell & Garth Salonbrstalled Base and Compatibility: Innovation, Product Preannouncements
and Predation76 Am. Econ. Rev. 940 (1986); Stanley M. Beshme Standards Processes in Telecommunication
and Information Technologyn STANDARDS, INNOVATION AND COMPETITIVENESS THE POLITICS AND ECONOMICS
OF STANDARDS IN NATURAL AND TECHNICAL ENVIRONMENTS 136-146 (Richard Hawkingobin Mansell and Jim
Skea eds. Elgar Publishers 1995); Thomas Cott&ithndards and the Arrested Development of Japan’s
Microcomputer Software Industryn THE INTERNATIONAL COMPUTER SOFTWARE INDUSTRY: A COMPARATIVE
STUDY OF INDUSTRY EVOLUTION AND STRUCTURE 131-164 (David C. Mowery ed. Oxford University Press 1996).
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effects on consumer welfare of changes in service charactefisTibsy found that consumers
would be willing to pay an additional $1.03 per month for carriage of an additional basic satellite
channel? Using their estimates of willingness to pay for diversity in content, Crandall and
Furchtgott-Roth calculated that “approximately 100 million U.S. households in 1992 would have
been willing to pay $6.5 billion to obtain the 1992 service-rate combination [with greater
programming choices] rather than the 1982-83 combination [with fewer programming
choices].” Applied to the present case, it would appear that consumers would suffer
tremendous welfare losses if they were denied programming choices over the Internet.

52. AT&T'’s (and previously TCI's) traditional cable strategy has been to use its
market power in the delivery of programming to expand its control over the programming itself.
The implementation of that strategy through the AT&T-MediaOne merger will thus harm
consumers by limiting their choices in broadband content. Because Professors Willig and
Ordover narrowly focus on thdirect harm to consumers from the merger, they foresee no
anticompetitive effects: “If the proponents of forced access are right in predicting that future
consumers will so prefer cable-delivered online services that alternatives will wither on the vine,
then AT&T and MediaOne, each acting alone, would enjoy the same ‘power’ over the customers
in their respective service areas as the proponents of forced access posit for the combined
entity.””* Professors Ordover and Willig overlook the indirect consumer harm that will result
from less broadband content (after AT&T discriminates against unaffiliated broadband content

providers).

71. RoBERTW. CRANDALL & HAROLD FURCHTGOTT-ROTH, CABLE TV: REGULATION OR COMPETITION? 50-55
(Brookings Institution 1996).

72. Likewise, the authors found that consumers would be willing to pay an additional $1.35 per month for
carriage of an additional basic broadcast charndeht 56.

73. 1d. at 58.
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B. Contrary to the Claims of Professors Ordover and Willig, AT&T Will Have a
Strong Incentive and Opportunity to Raise Advertising Prices on Its Broadband
Home Page

53.  With respect to the market for broadband Internet advertising, Professors Ordover
and Willig again exaggerate the scope of the relevant product market such that they can argue
that AT&T lacks the incentive and ability to exercise market power. According to Professors
Ordover and Willig, consumers are equally likely to purchase any product across all advertising
mediums, including television, narrowband Internet, broadband Internet, and radio:

Advertisers have many venues through which to reach consumers, of which the

Internet is only one. Even if TCI were to foreclose OSPs [other service providers]

from broadband transport in its cable markets, this would have zero impact on

@Home’s ability to charge supracompetitive rates for advertising on @Home’s

web page and content screéns.

That conjecture is misguided for at least five reasons. First, because the broadband experience
will be so vastly different from the narrowband experience, a broadband user’s propensity to
“test drive” new features should be greater than that of a narrowband user. Second, as discussed
in the previous Rubinfeld-Sidak affidavit, the demographic profiles (an essential driver of
marketing dollars) of broadband and narrowband Internet users are significantly different.
Third, the Ordover-Willig conjecture ignores that certain products are more suitable for purchase
over high-speed interactive broadband connections than over other mediums. Fourth, it is
inconsistent with the previous conclusion by the Department of Justice that there exist many

distinct advertising marketé. Fifth, if there were one single advertising market across all

mediums of communication, as Professors Ordover and Willig claim, then there would be no

74. MediaOne Ordover-Willig Declaratigrsupranote 1, at 1 68.

75. TCI Ordover-Willig Declarationsupranote 35, at § 37.

76. Rubinfeld-Sidak Declaratiqrsupranote 39, at 22 (citingrBATEGISGROUPSURVEY, supranote 22).

77. SeeUnited Statey. Chancellor Media Co. and SFX Broadcasting, Inc., Proposed Final Judgment and
Competitive Impact Statement, 6&0- ReG. 17,446, 17,451 (1998). United StatesCitadel Communications
Corp., Triathlon Broadcasting Co., and Capstar Broadcasting Corfep6&ete. 26,776, 26,780 (1999).
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anticompetitive harms from allowing all Internet portals to be provided by a single firm. It is
doubtful, however, that the Department of Justice or the FCC would approve a combination of
all Internet portals under the rationale that advertisers could reach the same target audience as
effectively through a different medium.

1. AT&T Has an Incentive and Ability to Raise Advertising Prices on Its
Broadband Home Page

54.  Once it captured a sufficiently large share of broadband content and customers,
AT&T could extract larger economic rents from companies wishing to advertise on the
Excite@Home portal. Already, advertisers shopping for space on @Home’s website are
informed that “cable modems will be tltminantconsumer access technology because of
better price performance, content relationships, and aggressive rollout sch&tulés”
opportunity to advertise on narrowband portals would not constrain AT&T’s ability to raise
advertising prices on broadband portals, because advertisers do not view narrowband
advertisements as a close substitute for broadband advertisements. In the future, broadband and
narrowband services are likely to be as dissimilar as radio and television are today. For example,
advertising over broadband connections “allow[s] for so-called rich media ads capable of various
interactive features and, coupled with specific targeted demographics, allow[s] high-speed
service providers to charge higher rat€sOne study finds that the quality levels made possible

by broadband advertising generate eighteen times the recall rate of dial-up adv@rtising.

78. Information downloaded from @Home’s website (http://www.honme/advertising/whybroadband.html)
(emphasis added) on Oct. 25, 1999.

79. Corey GriceRoad Runner Beefs Up Advertising PUSNET News.cowm, Aug. 4, 1999.

80. Fred Dawsonixcite@Home Gets Rolling On Broadband-Enhanced RdsTICHANNEL NEwS ONLINE,
June 14, 1999 (“Researchers are finding that advertising offered at quality levels made possible by access speeds
four times or better above dial-up generate 18 times the recall levels of GIF [graphic interface format] banners,”
according to Macromedia Inc. spokeswoman Andrea Coffey). A study by @Home/Intel also found that broadband
rich media advertising increases rec8keExcite@Home Broadband Advertising Communications Effectiveness:
Rich Media Il Studyavailable at http://www.home.com/advertising/packages/irmlearn/richmedial.pdf.
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Moreover, as we explained earlier in this affidavit, the profile of the typical broadband customer
is sufficiently different from that of a narrowband user. Hence, products that match broadband
user preferences may not sell as effectively over traditional narrowband portals.

55. There is evidence that AT&T is currently exercising market power in the
broadband advertising market. According to an industry report, Excite@Home already charges
“significantly more for ads than its competitof$.Those higher rates will likely be passed onto
broadband customers in the form of higher e-commerce prices.

2. The Consumer Welfare Loss Resulting from Higher E-commerce Prices
Would Be Substantial

56. Business activity conducted over the Internet is projected to generate $29 billion
in transactions by 200%. The Internet has the potential to become the most important
intermediation vehicle in the U.S. economy. Professor Daniel F. Spulber of the Kellogg School
of Management at Northwestern University has investigated the crucial role of intermediation in
the U.S. economy and estimated that intermediation services represent 25 percent of the value
added to U.S. gross domestic product, or $1.9 trillion perdare Internet is particularly well-
suited to provide traditional intermediation services, including price setting and market clearing,
providing liquidity and immediacy, matching and searching, and guaranteeing and mo#fftoring.
According to William Myers, chief executive of the United States Internet Council, the

combination of AT&T and MediaOne would be “a crippling blow to the growth of online

81. Gricesupranote 74, at *1.

82. John BorlandlLiving Up to the Broadband HypeCNET News July 28, 1999 (downloaded from
http://news.cnet.com/news/0-1004-201-343780-0.html?tag=st.cn.1fd2. on Aug. 1, 1999).

83. DaNIEL F. SPULBER, MARKET MICROSTRUCTURE INTERMEDIARIES AND THE THEORY OF THEFIRM 23
(Cambridge University Press 1999).

84. Daniel F. Spulbenvarket Microstructure and Intermediatipd0 J. EoN. PErRsk 135 (1996); Daniel F.
Spulber,Clock Wise: Customer Convenience Is the Key to E-compiBwsevess2.0, Feb. 1999, at 82; Daniel F.
Spulber Market Makers: Win markets by connecting customers and supiarsuTivVE EXCELLENCE, Mar. 1999,
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commerce.?® By channeling all broadband customers and content through its own portal, AT&T
will be able to raise prices charged to broadband advertisers. It is helpful to view the advertising
price increase by AT&T as a tax on sellers of e-commerce, at least some portion of which will be
passed onto consumers of e-commerce.

57. To determine the magnitude of the consumer welfare loss from a price increase
of e-commerce goods, one needs an estimate of the demand elasticity for e-commerce. Professor
Austan Goolsbee of the University of Chicago has used new data on the purchase decisions of
approximately 25,000 online users to examine the effects that local sales taxes have on Internet
commercé® He finds that a 5 percent increase in Internet taxes would decrease the number of e-
commerce customers by roughly 18 percent (equal to the product of a -3.6 elasticity and a 5
percent tax§’

58.  The high demand elasticity for e-commerce suggests that consumers would bear a
substantial portion of the rate increase imposed by AT&T. For illustrative purposes, we assume
that 50 percent of a 10 percent advertising rate increase is passed onto consumers of e-commerce
who use the AT&T networf To determine the associated welfare loss, one also needs estimates
of the number of customers subscribing to cable broadband service and the average amount of
annual e-commerce spending per cable broadband customer. We also assume that, by the end of

2002, AT&T’s broadband customer base grows to 3.08 million, 100 percent of its broadband

at 12.See generallypANIEL F. SPULBER, THE MARKET MAKERS. How LEADING COMPANIES CREATE AND WIN
MARKETS (BusinessWeek Bookk998).
85. Clint SweetfFortunes Are at Stake as Cable, Internet Access M&gm®RAMENTO BEE, June 24, 1999, at
*1.
86. Austan Goolsbedn a World Without Borders: The Impact of Taxes on Internet CommeEmgerence
Paper at American Enterprise Institute, Mar. 19, 1999.
87. Id. at 16.
88. The rate increase was chosen to accord with the markup that Excite@Home recently began charging for
advertising SeeGrice,supranote 74, at *1.
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customers purchase goods on-line, and the average annual e-commerce expenditure per customer
is $1,000%

59. As discussed above, the welfare loss resulting from AT&T raising broadband
advertising rates can be performed in two steps. First, for customers who continue to purchase
online after the price increase, the welfare loss is the product of the difference in e-commerce
prices ($50 per year = 0.05 x $1,000 per year) and the number of remaining cable broadband e-
commerce customers (2,525,600 = 3,080,000 — 554°4@#cond, the price increase will drive
away some broadband customers who would have purchased online in the alternative. That loss
in welfare is computed as the area beneath the demand curve bounded by the old and new prices,
and is equal to one-half the product of the number of lost customers (again 554,400) and the
price increase (again $50). By the end of 2002, the combined effect of the two sources is a yearly
loss in welfare of $140.14 million (equal to $126.28 million plus $13.86 million). That estimate
is large relative to the size of e-commeirtéts nascent stagaVe expect the associated welfare

loss to grow in proportion to the size of the exploding e-commerce activity.

89. Average annual e-commerce expenditure per customalt faternet customers (including broadband and
narrowband customers) in 2000 is estimated to be $617. Jupiter Communidatdoesmer Internet Economy -
Online Market SizeMarkintel Research Report, July 1, 1998, at 8. Because of differences in user profiles and
applications, we expect e-commerce expenditurebpeadbandcustomer to be significantly greater than the
equivalent expenditures perarrowband customer. AT&T's broadband customer base estimate from Lehman
Brothers, Inc.,Technology Choices for Broadband: Cable and ADSL Should Dominatestext Report, June 2,
1999, at 4.

90. After linearizing the elasticity of demand estimate, the number of departing customers can be computed as
$50 x -3.6 x 3,080,000/ $1,000, or 554,400.
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C. Professors Ordover and Willig Fail to Respond to the Anticompetitive Incentives
that AT&T Has Because Broadband Internet Will Cannibalize AT&T’s Cable and
Long-Distance Margins

1. Broadband Streaming Video Will Erode AT&T's Cable Margins

60. For some customers of broadband content, streaming video and cable television
may be substitutes. According to Microsoft's chief technology officer, with high bandwidth
and fast chips, “PC video will also be higher quality than anything on*TWhen streaming
video and cable television begin to compete for the same customers, AT&T will likely view its
streaming video services as cannibalizing its cable video offerings. To avoid losing cable
customers and their associated large margins, AT&T has an incentive to impede innovations in
streaming video.

61. There is already some evidence that AT&T recognizes the threat of
cannibalization. For example, AT&T’s contract with @Home stipulates that @Home is required
to restrict individual streaming sessions of “broadcast-quality video” to ten mitiureteed,

AT&T could find it advantageous to exert its market power in the streaming video market
through incompatible designs and exclusive contracts. Professors Ordover and Willig are
remarkably silent on the cannibalization issue. The FCC has the opportunity to allow competition
for one of the most durablenregulatedmonopolies in the U.S. economy—namely, cable
television. But the Commission will forfeit that opportunity if it allows AT&T to impose limits

on streaming video that restrain competition.

91. See, e.g.Neil Gross & Steven V. BruyllThe Net's Next Battle Royal—Video: The technology isn't there,
but the competition jBus. WK., June 28, 1999, at 108.

92. Id. (quoting Nathan P. Myhrvold).

93. SeeFred DawsonRealNetworks, @Home Team Up on Streamihg TICHANNEL NEWSONLINE, Jan. 18,
1999, at *1.
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2. Internet Protocol Telephony Will Erode AT&T’s Long-Distance Margins

62. Cable companies currently are supplyowal telephone services with equipment
that provides traditional circuit-switched telephony over hybrid fiber/coax (HFC) netWoFks.
provide long-distanceconnections, cable firms such as MediaOne and Cox have established
interconnection agreements with long-distance providers and afforded customers complete
choice in long-distance carrigt.In sharp contrast, the agreement between Time Warner and
AT&T effectively ties AT&T long-distance service to local cable telephrStated differently,
a customer of TCI cable telephony has no choice in its long-distance provider. Because AT&T’s
total revenues are so heavily dependent on long-distance séfvichas a strong incentive to
tie long-distance service to local cable telephony. AT&T’s chief financial officer recently
emphasized that AT&T has “a unique collection of assets—most notably its 70 million-strong
long-distance customer base—and that serving them is a higher priority than pleasing the cable
industry.”® He explained that AT&T will protect those margins vigorously:

It is not fair to assume that AT&T will do anything other than work to protect that

long-distance customer base. And we should not be chastised [for doing so].

AT&T has to protect its interests and its shareholders, as every other company
does. | don't think that conflicts with where the industry will ultimately end®up.

Such a tying strategy of long-distance service to cable telephony would allow AT&T to more

perfectly price discriminate against customers by manipulating the price jpdc¢hageof long-

94. Sam MasudCable telephony say hello, to your new phone comp@ByECOMMUNICATIONS, Dec. 1,
1999, at 30.

95. Id.

96. Eve Tahmincioglu,MediaOne Offers Telephone Service via Cable TV in Jacksonville, 8fa
PETERSBURGTIMES, Apr. 13, 1999, at *1.

97. Leslie P. NortonGoosing Ma Bell: Is AT&T an Internet darling or a long-distance stock in drag?
BARRON'S, Aug. 9, 1999, at 29 (estimating that long-distance revenues represent 60 percent of total revenues);
AT&T Corp. Midyear Report, Straight Talk With Mike Armstrongat 1 (1999) (available at
http://www.att.com/ir/sec/#myr).

98. Leslie CauleyAT&T's Plans For Cable Deals Suffer SetbadkaLL St. J., Oct. 25, 1999, at B1 (quoting
Dan Somers).

99. Id.
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distance and local cable telephony to target high-volume users. At least one industry analyst
recognizes AT&T’'s power in the nascent cable telephony industry: “Back office and
provisioning are major issues, and if AT&T can do it with its new partners, they could be to
cable telephony what @Home is to cable Interf&t.”

63. Moreover, AT&T has a weakarcentive relative to that of a pure cable operator,
to embrace Internet protocol (IP) telephony, a lower-cost cable telephony solution than circuit-
switched method¥* IP telephony was first implemented in 1995 and, at 80 to 90 million
minutes per month globally, accounted for less than one percent of all international calling traffic
as of March 1998% IP telephony is potentially superior to circuit-switched technology in the
areas of advanced calling features, such as one-number portability and video confét&ncing.
Even under the assumption that AT&T cannot interfere with the choice of IP long-distance
provider, AT&T has a strong incentive to slow the migration of long-distance minutes from its
current network to the Internet. Customers who purchase the necessary software and hardware
equipment to run IP telephony from their computers will have a newfound opportunity to choose
an alternative (Internet-based) long-distance provider. By contrast, customers who continue to
use circuit-switched long-distance services (over cable systems) have no alternatives to AT&T.

64. If the demand for IP telephony becomes unmanageable, however, AT&T has the
ability to limit its customers’ choice of an alternative IP telephony provider. AT&T, through
TCI, partially owns CableLabs, the consortium in charge of developing the network

specifications for cable-based IP telephony and the hardware that will reside at the customers’

100. Sarah SchmellingzhostbustingTELEPHONY, Apr. 12, 1999, at *1 (quoting Michael Harris, president of
Kinetic Strategies Inc).

101. Masudsupranote 89, at 30.

102. Daniel SweeneyP Voice TelephonyAMERICA’S NETWORK, Mar. 1, 1999, at S6 (quoting Mary Evslin,
vice president of marketing for ITXC).
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premises’® CableLabs is developing a specialized form of IP telephony tailored for cable
systems that would enable telephone customers to bypass @nHCeven IXC telephone
networks entirely!% In similar fashion to its control over broadband interfaces for streaming
video applications, AT&T could design proprietary IP telephony interfaces that would raise the
costs of competitive providers. Under the terms of its pending joint venture agreement with Time
Warner, AT&T will select the equipment to be installed in Time Warner's cable network to
deliver telephony servicég® For example, AT&T could cause delays for customers using
alternative IP telephony providers by implementing suboptimal routing strategies, whereby
routers send packets on circuitous routes to their final destinations. Moreover, by controlling the
broadband connection, AT&T will effectively control the primary means of access to IP
telephony. Hence, AT&T would have an ability to inflate the price of the service, which would
slow IP telephony adoption.

65. Contrary to the above conjectures, AT&T has made several promises to move to
IP telephony over cable as soon as possible. According to the division manager in AT&T’s
corporate business development unit, it is AT&T’s “intent to have full IP end-to-end in a
managedscenario for telephony and also to provide Internet access using IP so that you have
minimum translation, maximum throughput, and maximum diversity of applications, all through
IP."*°" That promise, however, is not likely to be met for at least three reasons. First, analysts are
dubious as to why AT&T would use one technology (circuit-switched) in its trials and another

for its commercial rollout (packet-switched): “They say they'll do this in the future, but

103. Id.

104. Masudsupranote 89, at 30.

105. Packet Service over Cable: A Regulatory No-Man’s |.&tELLIGENT NETWORK NEwS, May 12, 1999,
at *1.
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everybody knows the future will never comt8® Second, AT&T’s choice of IP telephony
architecture, known as distributed open signaling architecture (DOSA), is incompatible with the
multimedia gateway control protocol (MGCP), an approach that is likely to be ready for
deployment in the near futut® Hence, AT&T’s actions do not support its promises.

66. Finally, conditional on regulatory approval of the proposed merger between
MCIWorldCom and Sprint, long-distance prices and hence margins are likely to rise, as that
merger represents actual loss of competition in every long-distance mark&tThus, the
payoff to AT&T from any strategy that limits the development of IP telephony or restricts a
customer’s ability to select an IP telephony provider will increase as well. That linkage between
the two proposed mergers—involving the three major U.S. long-distance providers—should raise

additional concerns for the Commission and the Department of Justice.

I1l. P ROFESSORSORDOVER AND WILLIG EXAGGERATE THE
PROCOMPETITIVE BENEFITS OF THE MERGER

A. AT&T’'s Decision to Acquire MediaOne Does Not Exclusively Support a
Procompetitive Hypothesis

67. Professors Ordover and Willig ask the Commission to “credit the judgments of
the management of AT&T and MediaOne” when determining whether to approve the therger.

By “crediting” the judgments of AT&T and MediaOne, the Commission evidently would grant a

106. Kathleen CholewkaAT&T's Cable Telephony Plans Raise EyebrowsTERACTIVE WEEK FROM
ZDWIRE, Mar. 8, 1999, at *1.

107. Masudsupranote 89, at 30 (quoting Mark Dzuban).

108. Cholewkasupranote 101, at *1 (quoting Tom Nolle, president of the CIMI consultancy).

109. Fred DawsorCable Reaches For A Voice Service LifelingERACTIVE WEEK FROMZDWIRE, May 31,
1999, at *1.

110. For example, the Herfindahl index farsinesdong-distance service will rise from 2,464 to 3,080, which
represents a change of 660. The Herfindahl indewffmiesaldong-distance service will rise from 2,023 to 3,028,
which represents a change of 1,005. SeeAQUEST, PUBLIC TELECOMMUNICATIONS SERVICES NORTH AMERICA
MARKET SHARE AND FORECAST, 1999.

111. MediaOne Ordover-Willig Declaratiqrsupranote 1, at  16.
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presumption that AT&T’s decision to acquire MediaG@mxelusivelysupports the hypothesis that
AT&T was motivated by the desire to achieve efficiency gains. Unfortunately, the same
acquisition decision could support the alternative hypothesis that AT&T was motivated by the
desire to earn monopoly rents. AT&T’s decision to acquire MediaOne cannot, by itself,
definitively rule out either hypothesis.

68.  The fact that AT&T paid such an enormous premium for MediaOne does not help
to distinguish between the two conflicting hypotheses. According to Professors Ordover and
Willig, the large premium “reflects the earnings that AT&T hopes to gain through the synergies
of offering telephony, Internet access and cable over the MediaOne and AT&T systems
combined, and can be recovered only if the combination as a whole is succesgfuldige
premium, however, could also be associated with the expected exercise of market power, as
AT&T would control a greater share of the total cable and broadband customer base to collect
Internet rent$®?

69. Professors Ordover and Willig essentially ask the Commission to grant AT&T the
kind of deference to its private business decisions that one associates with the business judgment
rule in corporate law. Delaware corporate law grants a “presumption that in making a business
decision the directors of a corporation acted on an informed basis, in good faith and in the honest
belief that the action taken was in the best interests of the comp&myean Robert Clark of
Harvard Law School has explained that the business judgment rule provides “that the business

judgment of the directors will not be challenged or overturned by courts or shareholders, and the

112.1d. at 1 33.

113. Declaration of Jerry A. Hausman, on behalf of SBC Corp., Applications for Consent to the Transfer of
Control of Licenses, MediaOne Group, Inc., Transferor, to AT&T Corp., Transferee, CS Dkt. No. 99-251, at 2 (filed
Aug. 23, 1999).

Ex Parte Reply Declaration of Jerry A. Hausman and J. Gregory Sidak
on behalf of GTE Corporation, November 1, 1999



47-

directors will not be held liable for the consequences of their exercise of business judgment—
even for judgments that appear to have been clear mistdRés.this case, Professors Ordover

and Willig in effect argue that, if AT&T's management acted on an informed basis, in good
faith, and in the honest belief that the acquisition of MediaOne was in the best interests of the
company because the transaction could be expected to produce efficiency gains, then the FCC
should defer to AT&T’s business judgment and not challenge, let alone overturn, the merger.
Such deference to private business judgments in a regulated industry, however, cannot be
reconciled with the existence of the public interest standard in the Communications Act. If the
regulatory deference that Professors Ordover and Willig advocate were the law, there would be
no need for the Commission to review transfer applications such as the one filed by AT&T and
MediaOne. Moreover, the deference to private business judgments that Professors Ordover and
Willig advocate cannot even be reconciled with the antitrust standard applicable to wholly
unregulatedfirms, which places on the party proposing a merger the burden of proving that
efficiency gains will offset the consumer harm from a facially anticompetitive combirtation.
summary, what matters in this proceeding is the duty of AT&T’'s management terleeal
public—not merely its duty to AT&T’s shareholders. The public interest standard governing the

Commission requires a greater degree of independent scrutiny than that given by a court, in a

114. Aronson v. Lewis, 473 A.2d 805, 812 (Del. 198&e alsadCede & Co. v. Technicolor, Inc., 634 A.2d
345, 361 (Del. 1993).

115. ROBERTC. QLARK, CORPORATELAW 123-24 (Little Brown & Co. 1986).

116. See, e.g FTC v. University Health, Inc., 938 F.2d 1206, 1223 (11th Cir. 198é)ger Guidelinessupra
note 8, at § 4. That Professors Ordover and Willig would advocate that the government's competitive scrutiny of
mergers defer to the private business judgments of the merging parties is especially puzzling in light of the fact that
both were formerly chief economists of the Antitrust Division of the Department of Justice.
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business judgment rule case, assessing the effect of a private business decision on the well-being
of a corporation’s shareholders.

70. AT&T's experts go one step further by asking the Commission to trust the
judgments of AT&T executives even if the academic, policy, and financial communities
conclude that the alleged benefits are not genuine:

But in fields as dynamic as communications, efforts at handicapping are almost

certain to be futile. Rather, economics and experience teach that the best

safeguard against perpetuation and extension of market power is to encourage—or

at least not stand in the way of—efforts by new entrants to combine the assets that

theybelieve are needed for a plausible challenge to the entrenched power of the

incumbents. If AT&T’'s and MediaOne’s cable-based strategy has a real prospect

of greater success than other approaches—and, as we explain below, there is

every reason to believe the near consensus that it does—then AT&T and

MediaOne’s claims that their merger will serve the public interest cannot

seriously be questionéd®
We believe that it is unsound public policy to follow the devises and desires of any single
economic agent. It is incumbent on the Commission to ground its policy prescriptions in
principles that incorporate the welfare af effected parties—not merely the interests of the
acquiring firm.

71. Surely, Professors Ordover and Willig would not say that the FCC should defer to
the judgment of SBC about its acquisition of Ameritech, as AT&T applauded the imposition of
the numerous conditions on that merférUnder what conditions, therefore, would Professors

Ordover and Willig have the FCC defer to the business judgments of private companies? It is

evident that they provide no unbiased decision rule. The expediency of their position forces

117. It should be clear that we are not taking Professors Ordover and Willig out of context, for this is the
publicly expressed view of AT&T's senior management as of October 25, 1999. According its CFO, protecting
AT&T's private interests (and shareholder interests) does not “conflict with where the industry will ultimately end
up.” Cauley,supranote 94, at B1 (quoting Dan Somers).

118. MediaOne Ordover-Willig Declaratigrsupranote 1, at 1 31 (emphasis in original).

119. SeeComments of AT&T Corp., Applications for Consent to the Transfer of Control of Licenses,
Ameritech, Corp., Transferor, to SBC Communications Inc., Transferee, CS Dkt. No. 98-141 (filed July 19, 1999).
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Professors Ordover and Willig to be inconsistent with respect to the mandatory unbundling of an
ILEC’s provision of DSL at TELRIC prices (which they consider essefiand AT&T’s tying
of cable television service and Internet access (which they fail to find probleftic).

72. Finally, Professors Ordover and Willig do not attempt to demonstrate that, on
balance, the merger will be procompetitive. Everaifuendo the alleged synergies lower the
marginal costs of the combined firm, Professors Ordover and Willig fail to demonstrate that
AT&T’s incentive to lower prices (due to savings in marginal costs) outweigh its incentive to
raise prices (due to decreased competition). A complete analysis would involve a detailed
understanding of the relevant cross-price elasticities, the slope of the demand curve, and the
extent of the marginal cost reductiti.Professors Ordover and Willig fail to carry the burden of
providing such economic analysis.

B. Professors Ordover and Willig Confuse the Procompetitive Benefits of a Cable
Strategy with the Benefits of the Merger Itself

73. According to Professors Ordover and Willig, the putative procompetitive benefit
of the AT&T-MediaOne merger is “large-scale facilities-based bypass of the bottleneck
monopoly possessed by the incumbent telephone carriers in the local*¥odip.is not
persuasive, however, for AT&T’s economic experts to attribute the benefits of increased local
telephone competition to this merger. In particular, Professors Ordover and Willig confuse the
benefits of cable-based telephony—the real driver of competition for local services—with the

benefits of the merger itself. In several paragraphs, AT&T’s experts use the term “cable-based

120. Affidavit of R. Glenn Hubbard, William H. Lehr, Janusz A. Ordover & Robert D. Willig on behalf of
AT&T Corp., at 7, Implementation of the Local Competition Provisions of the Telecommunications Act of 1996,
Federal Communications Commission, CC Dkt. No. 96-98 (filed June 10, 1999) [hereldalteard-Lehr-
Ordover-Willig Affidavii.

121. MediaOne Declaration of Ordover and Willigupranote 1, at  12.

122. SeegenerallyJerry A. Hausman & Gregory K. LeonaiHfficiencies from the Consumer Viewpoifit
GEO. MAsONL. Rev. 707 (1999).
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strategy” when they presumably meant to say “merger.” For example, they write that “cable
telephony offers an important prospect of large-scale competitive entry into local telephony,
even in the short run® Hence, Professors Ordover and Willig incorrectly conclude that the
merger should be approved. But that step is a non sequitur. If cable telephony already poses an
important competitive alternative to the ILEC’s wireline network, then Professors Ordover and
Willig cannot count such competition as a benefit that would flow from AT&T’s acquisition of
MediaOne.

74. Professors Ordover and Willig pity the “modest success of MediaOne” in luring
cable customers to adopt cable telephony, attributing MediaOne’s difficulties to the lack of “an
established telephone services reputation and brand, along with first-hand experience in
providing and marketing telephone servicES.For several reasons, Professors Ordover and
Willig are incorrect to assume that AT&T’s know-how will significantly increase the propensity
of a MediaOne cable subscriber to embrace cable telephony.

75. First, Professors Ordover and Willig ignore the fact that MediaOne, the third-
largest cable operator, already offers cable telephony service in Atlanta, Los Angeles, Boston,
Richmond, Jacksonville, and Pompano, FlofifaAccording to a statement made in the summer
of 1999 by MediaOne’s own vice president for operations and business development, customer
demand for cable telephony is stretching MediaOne’s capacity: “We’ve got more business than
we can handle’’ That statement is inconsistent with the assertion of Professors Ordover and

Willig that MediaOne needs assistance in luring cable telephony customers. Moreover,

123. MediaOne Ordover-Willig Declaratiqrsupranote 1, at 1 15.

124. Id. at T 30.

125. Id. at 7 18.

126. Beyond Excitement—Cable Telephony TodEstcoOrDIA NEws RELEASE, at *1, downloaded from
http://www.telcordia.com/newsroom/knowledgebase/exchange/winter1999/w99feature4.html on Sept. 29, 1999
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MediaOne'’s sister company, TeleWest, has offered cable telephony since the early 1990s to U.K.
residents over “Siamese” cabfé. Although TeleWest’s voice calls are not technically placed
over the cable network® the U.K. ventures nevertheless gave U S WEST (which, as
MediaOne’s former parent company, partnered with TCI to form TeleWest) a chance to gain
useful experience in marketing cable and telephony services simultaneously in a market where
the company was an entrant rather than the incumbent, and where there was already substantial
competition from satellite dishes. Hence, not only is MediaOne more successful than AT&T in
its current manifestation, but MediaOne has additionally accrued more know-how in cable
telephony than its “experienced” partner. By contrast, AT&T has achieved a meager penetration
rate of 0.5 percent in Fremont, California; only 1000 subscribers have signed up for cable
telephony*® from a base of 200,000 homes passed.

76.  Second, AT&T has not presented any marketing evidence that would suggest that
MediaOne’s non-voice customers would haggreater propensityo embrace cable telephony if
AT&T offered that service. Much of the evidence presented by Nancy McGee, the vice president
of digital telephone services marketing at MediaOne—such as the fact that AT&T is considered
“more of a leader in the market for telephone services"—is irrelevant for purposes of

understanding whether AT&T will accelerate cable telephony penetration in MediaOne’s

[hereinafter ELCORDIA STUDY].

127. Id. (quoting Bill Sumner).

128. TELEWESTCOMMUNICATIONS PLC., 1999 SEC &rM 10-K, at 2 (1999).

129. Affidavit of Oliver E. Williamson on behalf of the Regional Bell Operating Companies, at 12, United
States of America v. Western Electric Company, Inc. and American Telephone and Telegraph Company, No. 82-
0192 (D.D.C. Apr. 1994). Under the “Siamese” method, new cabling was laid with both a twisted pair and a coaxial
cable going down the same conduit. However, the cable network was not used to carry voice telephony calls.

130. Cable Carrier News, AT&T Expands Phone Service to Pleasantdownloaded from
http://www.catv.org/ccn/ on Oct. 7, 1999.

131. SRATEGISGROUR CaBLE TRENDS1999, 11 (1999).
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regions'®* Although Ms. McGee references some ‘“internal research that disclosed that a

significant percentage of customers would purchase telephony services from AT&T who would
not do so from MediaOne as a standalone provider,” she does not explain how the survey was
conducted, how many people were polled, how the level of significance was determined, or how
the common sources of survey bias were treidte@iven the fact thaall of the procompetitive
benefits claimed by Professors Ordover and Willig rest on the existence and credibility of such
evidence, it is difficult to understand why that survey was referenced so casually in the filings of
AT&T and its witnesses. Moreover, Ms. McGee’s contention that MediaOne “projects only a
modest local telephony penetration rate in the coming y&ais”directly contradicted by the

head of MediaOne’s telephony divisidfi. In short, there is no factual basis in Ms. McGee’s
testimony on which to judge whether AT&T will truly accelerate MediaOne’s cable telephony
deployment.

77. Professors Ordover and Willig mistakenly rely on Ms. McGee’s affidavit to
inform their beliefs of a cable customer’s propensity to choose cable telephony conditional on
the identity of the cable provider. It appears that they are unwilling, however, to accept
completely the marketing executive’s conclusions: “MediaOne believes (andppasently
heard from customers themselves) that this slow of rate of penetration stems, in large part, from
the unwillingness of consumers to buy a service as basic and essential as local telephone service
from a firm without an established reputation for reliable, high quality sertidf’such

apprehension were rampant, as Professors Ordover and Willig claim, what would explain a

132. Declaration of Nancy McGee, on behalf of AT&T Corp., Application for Consent to the Transfer of
Licenses of MediaOne Group, Inc., Transferor to AT&T Corp., Transferee, at § 8 (filed Sept. 15, 1999).

133. Id.

134. Id. at § 10.

135. TELCORDIA STUDY, supranote 46, at *1.
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consumer’s willingness to buy wireless service—a form of local telephone service that is even
used in emergencies—from startups such as Omnipoint and Nextel, or from cellular resellers
who substitute their own brand for that of the actual licensee? More recent consumer research by
J.D. Power and Associates reveals that a cable subscriber’s willingness to embrace cable
telephony is most closely correlated with her satisfaction with the incumbent local exchange
carrier—not the identity of the cable providéf.Moreover, all customers of competitive local
exchange carriers (CLECs) have overcome the same apprehensions to buy local telephone
services from an unknown provider.

78.  Third, if the AT&T brand name were essential for local voice penetration, what
would explain the success of other cable providers such as Cox Communications? Cox is the
fourth-largest cable operator in the United States and, as of September 1999, had deployed
residential telephone services in five of its nine major cluster markets nationwide: Orange
County and San Diego, California; Omaha, Nebraska; Meriden, Connecticut; and Phoenix,
Arizonal®® As of June 30, 1999, Cox claimed more than 59,000 telephony customers,
representing roughly 6.9 percent of “telephony ready” hdrie&ccording to one equipment
vendor, Cablevision Systems, Cox and MediaOne are earning returns on cable telephony that are

“absolutely blowing away all the spreadsheet assumptiéfis.”

136. MediaOne Ordover-Willig Declaratiqrsupranote 1, at { 40 (emphasis added).

137. J.D. Power Finds Satisfied Cable Telephony Sdbs/nloaded from web site at www.jdpower.com on
Sept. 29, 1999. J.D. Power reported that the typical cable telephony subscriber (who also subscribed to cable
television services) tended to be “younger, less likely to have a college education, have smaller household incomes
and have larger families and reside in more rural locations than the general population.”

138. TELCORDIASTUDY, Supranote 46, at *1.

139. x COMMUNICATIONS INC., SEC BRrM 10-Q, at __ (filed Aug. 16, 1999). Cox Communications Inc.,
Press Releas€ox Communications Announces Second Quarter Financial Results forll®@29, 1999. Can be
downloaded from http://www.cox.com/Press/Default.asp?c=NewsReleases.asp.

140. Vince Vittore, The rebirth of cable telephony: New business cases, technologies make it work
TELEPHONY, July 6, 1998, at *1.
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79. Fourth, if the AT&T brand name were truly helpful in luring customers,
MediaOne could follow Comcast’s proposed strategy of entering into an agreement to market its
services under the AT&T nanié Because that same benefit could be achieved through a
marketing agreement, that benefit should not be attributed to the merger. Such an arrangement
would not require large contract-specific investments or complicated contingencies. Hence,
according to their own decision rule for when businesses should use contracts over vertical
integration (which we examine in greater detail later in this declaration), Professors Ordover and
Willig would approve of something short of a merger to achieve this dubious benefit.

C. AT&T’s Announced Purchase of MediaOne Did Not Spur Digital Subscriber Line
Growth

80. Professors Willig and Ordover claim that the ns@reouncemendf the AT&T-
MediaOne merger has “triggered nothing less than a competitive avalanche” in broadband
deployment*? They write:

The stampede of anticipatory competitive offerings in the wake of the merger

proposalrefutes any possible claim that the competitive benefits of the proposed

merger will be nonexistent or trivial. The competitive benefits of the merger are
no longer a matter of speculation. They have already begun to*8tcur.

When viewed in the proper competitive context, the stampedes and avalanches that Professors

Ordover and Willig perceive are illusory on both empirical and theoretical grdtinds.

141. Paul Farhii-ears Rise of a ‘Digital Divide’; TV-Phone-Internet ‘Convergence’ Leaves Many Out, Groups
Say WasH. PosT, May 25, 1999, at E1.

142. MediaOne Ordover-Willig Declaratigrsupranote 1, at 1 51.

143. Id. at 1 52 (emphasis in original).

144. The FCC also mistakenly claims “the ILECs’ aggressive deployment of DSL can be attributed in large
part to the deployment of cable modem servicesBLE BUREAU BROADBAND REPORT, supranote 7, at 27. The
only evidence the Bureau provides in support of that conjecture is a price comparison of T-1 and DSL services,
which does not speak to the relationship between cable modems and DSL deployment. We strongly urge the
Commission to engage in empirical analysis of AT&T's procompetitive assertions rather than taking those
assertions at face value.
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81. An empirical investigation reveals that Professors Ordover and Willig are
misinformed about the causal factors driving DSL deployment across U.S. markets. Before the
announcement of the AT&T-MediaOne merger on April 22, 1999, many U.S. consumers already
had high-speed access to the Internet available through DSL connections. Table 2 shows the date
of the first major deployment of DSL and the number of homes passed before the announcement
of the AT&T-MediaOne merger.

TABLE 2: DATE AND LOCATION OF DSL DEPLOYMENT, BY ILEC
ILEC Date of First Major DSL Deployment* Number of Cities Covered by First
Major Deployment

SBC September 1998 15
BellSouttt September 1998 7
GTE® June 1998 30
Bell Atlantic* September 1998 5
US WEST May 1998 20
TOTAL 77

Sources (1) Email from Michael Coe, SBC media contact, on Oct. 6, 199B&Rpouth Update on Technology
Deployment downloaded from http://www.bellsouthcorp.com/proactive/documents/render/18442.html on Oct. 6,
1999. 3) Chuck Lee Remarks: November 17, 1998 downloaded from
http://www.gte.com/aboutgte/newscenter/executive/warburg.html on Oct. 6, 1998el(4Atlantic’'s New ISP
Partnership Program Will Bring Customer Choice to the High-Speed Internet Access,NisrkstRelease by Bell
Atlantic, Sept. 30, 1998. (5) U S WEST to Turns on Nation’s First Mass-market, Multi-city Deployment of Ultra-
fast DSL Internet Service—Boise Area Leads First Wave of 20 Cities to Get Lightning-Fast, Affordable Digital
Service by May, downloaded from http://www.uswest.com/news/050498.html on October 6, 1999.

As Table 2 shows, the first multi-market deployments of DSL occurred in 1998 and reached over
77 metropolitan areas. Hence this “procompetitive effect” cannot be attributed to the
announcement of the AT&T-MediaOne merger the following year.

82. Table 3 shows DSL deployment inside and outside MediaOne territories both
before and after the announcement of the AT&T-MediaOne m&QESL deployment is

defined as the decision mommencecommercial DSL connections to residences in a major

145. We consider any metropolitan areas with at least one city where MediaOne offers cable television services
to be a MediaOne territory. Information downloaded from company web site on Oct. 20, 1999
(http://mww.mediaone.com/avail/default.ntm).
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metropolitan area. We consider any DSL deployments after May 1, 1999 to be part of the “post-
announcement” sampté®

TaABLE 3: DSL DEPLOYMENT BEFORE AND AFTER

THE AT&T-M EDIA ONE M ERGER ANNOUNCEMENT
MediaOne Territory Non-MediaOne Territory]  Total

PRE-ANNOUNCEMENT

DSL Deployment 14 66 80
Total Unpopulated MAs 33 240 273
Frequency of DSL Deploymen 42.4% 27.5% 29.3%

POST-ANNOUNCEMENT

DSL Deployment 6 30 36
Total Unpopulated MAs 19 174® 1939
Frequency of DSL Deploymen 31.6% 17.2% 18.7%

Notes: (A) Equals 33 — 14. (B) Equals 240 — 66. (C) Equals 273 — 80.

As Table 3 shows, ILECs deployed DSL services in 14 of 33 (42.4%) metropolitan areas where
MediaOneoffers cable television services before the announcement of the merger. After the
announcement of the merger, ILECs deployed DSL services in 6 (31.6%) of the remaining
metropolitan areas where MediaOofers cable television services and where DSL was not
deployed in the pre-announcement period. Without controlling for other factors that influence the
DSL deployment decision, it appears that the announcement of the AT&T-MediaOne merger did
not increase DSL deployment in MediaOne territories. One could argue thiffehencein the

duration of the pre- and post-announcement periods is driving the decline in DSL deployments
within MediaOne territories. In the pre-announcement period, DSL deployments in MediaOne
territories accounted for 17.5 percent of the pre-announcement total, whereas the corresponding
number was 16.7 percent in the post-announcement period. Hence, even when accounting for
differences across time periods, it does not appear that the announcement spurred DSL

deployment in MediaOne territories.

146. Because the time between the decision to deploy DSL and the deployment itself is typically between 90
and 180 days, one could argue that the post-announcement period should not angludenmercial DSL
deployments that occurred within several months of the announcement of the AT&T-MediaOne merger. Information
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83. Formal econometric analysis that controls for such factors confirms this
commonsense conclusion. Using a binary logit model, we separately estimate the probability that
an ILEC deploys DSL service in a given metropolitan area befwdafter the announcement of
the AT&T-MediaOne mergef’ Included in the data set are demographic and DSL service
information on 273 metropolitan areas (MAs) consisting of 245 metropolitan statistical areas
(MSAs), 17 consolidated MSAs (CMSAs), and 11 New England County Metropolitan Areas
(NECMAS). If the presence of MediaOne does not have a positive and statistically significant
effect on the probability of deploymerfter the announcement of the merger, then the
announcement cannot be credited with producing the procompetitive benefits that Professors
Ordover and Willig claim. Alongside a dummy variable for the presence of a MediaOne service
area*® we include as explanatory variables the mean per capita income, population density, and

the percentages of the MSA population between the ages of 35 and 54, and YVeFhes5.

results of the binary logit model are presented in Table 4.

based on an interview with a network engineer at Pacific Bell on Nov. 1, 1999. To be conservative, we assume that
the time between the decision to deploy DSL and the deployment itself is less than two weeks.

147. A logit model is used to estimate relationships when the dependent variable takes only values of 0 or 1.
Seee.g, DaNIEL L. RUBINFELD & ROBERT S. RNDYCK, ECONOMETRIC MODELS AND ECONOMIC FORECASTS10
(McGraw Hill 3d ed. 1991). For the “pre-announcement” period, we include all Metropolitan Areas based on 1990
census data, which consist of 278 MSA, CMSAs, and New England Migaopareas. In the logit regression for
the “post-announcement” period, we eliminate from the sample the markets in which DSL was deployed before the
announcement of the merger.

148. The MediaOne dummy is assigned the value of one in Metropolitan Area (consisting of MSAs and
CMSAs) where MediaOne currently offers television cable service to a city or a county contained in the MSA or
CMSA based on information downloaded from http://www.mediaonegroup.com/whoweare/index.html on October
6, 1999. This definition of MediaOne presence is the most conservative definition of “market presence” given that
MediaOne would be able to upgrade its television offerings in these markets to offer voice telephony. Location data
was taken from the MediaOne web-site http://www.mediaone.com/avail/default.ntml on October 8,1999.

149. All demographic data is taken from the Current Population Survey and is available on the census web-site
at http://www.census.gov. The years of the relevant estimates include: mean per capita income (1994), population
density (1990), and the percentage of the MSA population in various age cohorts (1994).
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TABLE 4: LOGIT MODEL FOR THE ILEC’ sDSL DEPLOYMENT DECISION

Variables in Logit Model Coefficients Standard Errors First Derivatives
of Likelihood Function at
Mean of Data

Dependent Variable: DSL Deployment in Pre-
Announcement Period {0,1}

Intercept -0.4608 1.9828 -0.0910
MediaOne Dummy 0.1520 0.4305 0.0300
Income Per Capita, 1994 0.0002 6.3E-05 3.6E-05
Population Density 0.0021 0.0008 0.0004
Percentage of Population 35-54 years old -0.1074 0.0818 -0.0212
Percentage of Population Over 65 years old -0.1351 0.0467 -0.0267

Dependent Variable: DSL Deployment in Post-
Announcement Period {0,1}

Intercept -0.0957 2.6442 -0.0136
MediaOne Dummy 0.8677 0.0529 0.1233
Income Per Capita, 1994 6.3E-05 8.4E-05 9.0E-06
Population Density 0.0006 0.0012 8.6E-05
Percentage of Population 35-54 years old -0.0319 0.1178 -0.0045
Percentage of Population Over 65 years old -0.1561 0.0664 -0.0221

As Table 4 shows, the coefficient on the MediaOne dummy variable is statistically insignificant
at the ten percent level in the “post-announcement” pétiotihe results are not supportive of
what Professors Ordover and Willig claim to be empirical truth. Hence, we conclude that the
announcement of the AT&T-MediaOne merger did not stimulate DSL deployment by ILECs as
Professors Ordover and Willig assert.

84. Similarly, the assertion by Professors Ordover and Willig that an ILEC would
delay the deployment of a new technolagyen that the design is ready difficult to justify in

theory™® Professors Ordover and Willig speak of the ILECs’ “long-standing reluctance to

150. Thep-valueis 12.3.

151. Traditional investment theory instructs a firm to invest in a project so long as the net present value of
project is positive and hence would not support the claim of Professors Ordover and Wétign&development in
the investment literature suggests that firms should value the option of postponing investment, especially if new
information is forthcoming.See e.g, AvINAsH K. DixiT & ROBERT S. RANDYCK, INVESTMENT UNDER
UNCERTAINTY (Princeton 1994). As applied to the question of DSL deployment, however, the value of waiting for
additional information would not outweigh the cost of losing potential customers to cable.
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market DSL and broadband services” as if that strategy were in an ILEC’s best friterest.
Conceivably, the ILECs may have been concerned that their introduction of DSL for business
customers would divert demand away from T-1 connections. But that cannibalization story does
not apply to residential customers, because T-1 connections never represented a viable option for
residential customers? It would be counterproductive for an ILEC to deprive customers of a
service with large unmet demand (broadband Internet services) if a viable alternative (cable
modems) was already developing on the horizon. Moreover, the suggestion by Professors
Ordover and Willig that the ILECs withheld innovatidhignores the regulatory climate in
which the ILECs formulate their business strategies. The Commission’s decision to include the
necessary inputs to provide T-1 connections on its list of network elements subject to mandatory
unbundling at regulated prices would have lowered the (protected) margins on business
customers sufficiently to deter any delay strat€gyStated another way, if an ILEC were
balancing the potential of lost margins on business customers (switching to DSL from T-1
connections) against the new margins created for residential customers (embracing DSL), the
FCC'’s regulations on mandatory unbundling of ILEC network elements would have tipped the
scale in favor of rapid DSL deploymenif.

85. A more likely explanation of the recent growth in DSL use is the increase in
demand for broadband services. According to GartnerGroup Dataquest, a telecommunications

consultancy, a different factor (unrelated to cable modems) is driving DSL growth: “a growing

152. MediaOne Ordover-Willig Declaratiqrsupranote 1, at 1 51.

153. Enzo Signhord)SL Does Data and Other Services, TOBLEPHONY, at *1(Jan. 26, 1998).

154. MediaOne Ordover-Willig Declaratiqrsupranote 1, at 1 51.

155. SeeDeployment of Wireline Services Offering Advanced Telecommunications Capability, Memorandum
Opinion and Order and Notice of Proposed Rulemaking, CC Dkt. Ne$49898-11, 98-26, 98-32, 98-15, 98-78,
98-91, 13 F.C.C. Rcd. 24,011, 1 108 (1998) [hereinAflsanced Services NPRM
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need to access information in the Internet and remote intranets, and an increasing tendency to use
the Internet not only for e-mail, but also for more bandwidth demanding tasks such as research
and education and news and information accEésdence, Professor Ordover and Willig are
ignoring an alternative source—namely, demand for broadband access—that is really behind the
increase in DSL deployment.

E. The Rationale Used to Justify the AT&T-TCI Merger Cannot Be Imported to
Defend the AT&T-MediaOne Merger

86. AT&T asks the FCC to approve AT&T’s acquisition of MediaOne on the same
grounds that supported the Commission’s approval of AT&T-TCI merger: “As the Commission
found in its order approving the AT&T-TCI merger, the combination of the ‘second wire’ into
the home provided by cable companies with AT&T’s brand name, telephony experience and
resources creates a competitor for local residential services that will be far more effective than
either would be alone . . . These conclusions apply with equal force to the AT&T-MediaOne
Merger."®® But that reasoning is flawed in a fundamental way. Because the synergies between
the assets of AT&T (a long-distance and wireless company) and TCI (a cable coutiffeny)
from the synergies between the assets of TCI and MediaOne (two cable companies), the AT&T-
MediaOne merger should not be approved under the same rationale as that used in the AT&T-
TCI merger. Also, it is easier for AT&T to resort to internal growth now by using TCI's
expertise to expand into new territories. More importantly, because returns on assets are

generally decreasing in identical inputs, the marginal gains from addiagoamdcable firm to

156. The FCC has since removed DSLAMs from the list of unbundled network elements. Betehatfact
could not have had any bearing on an ILEC’s decision to deploy DSL in early3€886.g An Internet Boost for
the Bells Bus. Wk., Sept. 29, 1999, at *1.

157. GartnerGroup’s Dataquest Says Need for Higher Bandwidth Connections Spurs xDSL Equipment
Growth downloaded from company web site at www.dataquest.com on Sept. 28, 1999.
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AT&T’s portfolio are much smaller than the gains from adding the first. AT&T overlooks those
differences, however, by asking the Commission’s to apply its previous rationale to the present
case.

F. Any Savings to Consumers from MediaOne’s Ability to Avoid ILEC Access Charges
Can Be Achieved Through Contracts Between AT&T and MediaOne

87. Of the six major complementarities listed by AT&Tthe only genuine synergy
between AT&T and MediaOne is the ability to bypass an ILEC’s facilities to complete telephone
calls®° Professors Ordover and Willig argue that, unless AT&T and MediaOne formally merge,
MediaOne will be forced to interconnect only to the ILEC’s network:

In contrast [to AT&T], MediaOne has few transport assets. It normally must

interconnect to incumbent networks through tandem switches for both local

exchange and exchange access calls. By combining MediaOne’s cable facilities

with AT&T’s existing (albeit limited) large business local telephone

infrastructure, the merger should allow some cost reductions in the provision of

local and long distance service to some MediaOne custdfers.

Professors Ordover and Willig fail to consider the use of contracts as a solution short of a formal
merger. In this case, a simple interconnection agreement between AT&T and MediaOne could

capture the synergies that Professors Ordover and Willig assert will flow only from the formal

merger of AT&T and MediaOne.

158. SeeReply Comments of AT&T Corp. and MediaOne Group, Inc., Applications for Consent to the
Transfer of Control of Licenses, MediaOne Group, Inc., Transferor, to AT&T Corp., Transferee, CS Dkt. No. 99-
251, at 16 (filed Sept. 17, 1999) [hereinafdi&T-MediaOne Reply Commehts

159. The six alleged merger synergies are (1) MediaOne’s cable network could not be duplicated by AT&T (as
if AT&T would try to do so0), (2) MediaOne could bypass the ILEQsess charges by using TCG’s networks (a
genuine synergy that does not, however, require a merger), (3) AT&T's brand name would increase MediaOne’s
cable telephony penetration (AT&T’s brand name has resulted in cable telephony penetration of only 0.5 percent in
Fremont), (4) AT&T's marketing experience would increase MediaOne’s cable telephony penetration (MediaOne
and its corporate predecessor have been marketing cable telephony since th@9€aily (5) AT&T's packet-
switching experience would increase MediaOne’s cable telephony penetration in the long run (the technology is too
new for AT&T to have any lead), and (6) MediaOne’s circuit-switching experience would increase AT&T’s cable
telephony penetration in the short run (MediaOne's cable telephony penetration is one-third of Coxks shted-

17.
160. Id. at 17-18.
161. MediaOne Ordover-Willig Declaratiqrsupranote 1, at  38.
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88. Professors Ordover and Willig reason that contracts can substitute for a formal
merger whenever (1) the amount of contract-specific investment is small and (2) the parties can
negotiate a “complete” contra® Professors Ordover and Willig provide, as examples of
contract-specific investment, “the expenses of promoting or marketing a trade name controlled
by the other party, training personnel in the use of a product or process that is proprietary to the
other party, or acquiring equipment or supplies that are useable only with the other parties’ goods
or services.*®® A simple interconnection agreement (contract) with AT&T to use AT&T’s
transport facilities would not necessitate the marketing of a trade name, training personnel, or
acquiring new equipment; hence the first prong of the decision rule in favor of contracting is
satisfied. With respect to negotiating a “complete” contract, a simple interconnection price that
was a function of the total traffic terminated would incorporate all possible variation in
outcomes. In short, a simple interconnection agreement would suffice to bring about the only

genuine synergy between AT&T and MediaOne.

CONCLUSION
89.  Since the late 1970s, cable companies have dominatedetivery of multi-
channel video programming to residential customers in the United States. To use their
dominance to create market power in greductionof video programming, cable firms have
repeatedly attempted to consolidate the delivery of video programming—either by combining
cable operations across localities or by controlling new mediums of video programming delivery.
If a single cable firm (or a coalition of cable firms) could control (1) a large share of video

programming customers and (2) the development of any alternative method of delivery, then that

162. Id. at 1 55.
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firm or group of firms could extract better terms from programming providers. The improved
terms would range from exclusive rights (the content provider would agree not to sell its content
to other mediums of delivery) to outright ownership in the content protiti@ihe pattern of
behavior in the industry is undeniable.

90. In the late 1980s, regional cable firms began to combine cable operations across
localities. Recognizing the threat to unaffiliated content providers and hence consumers of video
programming, the FCC intervened and instituted a set of ownership rules that prevented a single
cable firm from controlling the delivery of video programming to more than 30 percent of U.S.
homes:®® Next, when satellite technology appeared to threaten cable’s grip on the delivery of
multichannel video programming in the early 1990s, a coalition of cable firms attempted to
purchase large blocs of satellite licenses. Recognizing the conflicting incentives that cable
providers would face while contiimg the only two viable methods of multichannel video
delivery, the Department of Justice again intervened and ensured that the licenses were awarded
to non-cable interest§® Now, at the close of the 1990s, as broadband access to the Internet
emerges as a new medium for the delivery of multichannel video programming, cable firms are
once again trying to extend their market power into video programming by controlling the
development of broadband. Placed within this historical context, AT&T’s attempt to control the
next medium of video delivery should be recognized as the same anticompetitive strategy, and it
should elicit a similar response from government officials charged with protecting consumer

welfare and the public interest.

163. Id.

164. See generallYDaviD WATERMAN & ANDREW A. WEISS VERTICAL INTEGRATION IN CABLE TELEVISION
(MIT Press & AEI Press 1997).

165. Implementation of Section 11(c) of the Cable Television Consumer Protection and Competition Act of
1992: Horizontal LimitsSecond Report and OrdeviM Dkt. No. 92-264, 8 F.C.C. Rcd. 8565 (1993).
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APPENDIX: ALTERNATIVE SPECIFICATIONS OF REGRESSION OF BROADBAND
ACCESSPRICES ON NARROWBAND ACCESSPRICES

Specification 2
Left hand side variable: Log of Excite @Home access price plus amortized monthly cost of installation

Variable Est. Coefficient Est. Std. Error Est. t-statistic
Intercept 3.98 .107 37.2
Log Price of Narrowband Access* 0.012 .031 0.382
Number of observations 43

Standard error of regression .002

R? .004

* Note. Narrowband access price is the log of the price of a second telephone line plus second-line fees plus
amortization of the installation cost.

Specification 3
Left hand side variable: Log of cable broadband access price plus amortized monthly cost of installation

Variable Est. Coefficient Est. Std. Error  Est. t-statistic
Intercept 4.86 0.564 8.62
Log Price of Narrowband Access* -0.029 0.033 -0.877
Log Population Density 0.001 0.010 0.057
Log Median Household Income -0.028 0.064 -0.433
% Population Age 65 and Older -0.006 0.006 -1.16
% Population Age 35 to 54 -0.009 0.009 -0.979
% Population Under Age 5 -0.016 0.022 -0.757
Road Runner Indicator -0.114 0.014 -8.07
Number of observations 59

Standard error of regression 0.002

R? 0.600
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Specification 4

Left hand side variable: Log of Excite@Home access price plus amortized monthly cost of installation

Variable Est. Coefficient Est. Std. Error  Est. t-statistic
Intercept 4.81 0.653 7.36
Log Price of Narrowband Access* -0.0003 0.041 -0.007
Log Population Density 0.006 0.012 0.506
Log Median Household Income -0.077 0.083 -0.929
% Population Age 65 and Older -0.001 0.007 -0.157
% Population Age 35 to 54 -0.001 0.011 -0.112
% Population Under Age 5 0.002 0.028 0.110
Number of observations 43

Standard error of regression 0.002

R? 0.056
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